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Is the new tax law to be or not to 
be?—that is the question as we go to 
press. If we knew the answer, we 
could be definite about the authors and 
titles in our next issue. We can say 
this: several tax authorities will dis- 
cuss certain provisions of the new law 
in the issue following its enactment, 
which issue we hope will be the next. 
This situation makes our next month’s 
contents as uncertain as a 722 claim. 


The entire issue will not be devoted 

to a discussion of the new law, however, 

for we will publish such excellent arti- Editor 

ss 1 Joyce She So Henry L. Stewart 

cles as Samuel Joyce Sherman’s “Sec Washington Editor 
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= MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest, reports on pending state tax legislation, 
interpretations of tax laws and other tax information, 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 


responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 
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Acq. and Non-acq. 








Tax Advantages of LIFO 


SIR: 


It is too early to know whether or not 
the Communist invasion of South Korea 
will result in a third world war. However, 
in view of such a possibility, we should study 
the changes in our economy since the out- 
break of World War II in 1939 for whatever 
“lessons” may be learned. One outstanding 
fact we will find is that the whole economy 
has been pushed up to a permanently higher 
base, as after all previous great wars. The 
increase will be found to be due more to 
price rise than to physical output of goods 
and services, although this too has increased. 
The government’s deficit financing and the 
continuing rise in wage levels have been 
major factors in bringing this increase about. 


No one knows what the future holds, but 
regardless of whether an “all-out” war de- 
velops, it seems reasonable to assume that 
government spending for military needs of 
the nation, together with deferred civilian 
demand for goods, will accelerate the infla- 
tionary trends in commodities and the 
purchasing power of the dollar will. trend 
downward for years to come. ' 


In view of this trend and the fact that in- 
creased “normal” taxes and a new excess 
profits tax law may be considered a cer- 
tainty, it is the responsibility of all tax prac- 
titioners to forcefully bring to the attention 
of the management of their clients the ad- 
visability of considering at this time a change 
in the basis for valuing inventories to take 
advantage of the protection against inven- 
tory inflation that is offered by the LIFO 
principle. 

If you doubt the advantage gained under 
1LIFO during the past several years, take a 
look at the following excerpts from annual 
reports which showed the current replace- 
ment value. of LIFO inventory. (Source of 
information: Accounting Techniques, the third 
annual survey by the research department 


of the American Institute of Accountants, 
of current accounting practices used in pub- 
lished corporate annual reports of more than 
525 large American corporations covering fiscal 
years ending July 1, 1948, to June 30, 1949): 


(1) “The inventories based on the LIFO 
principle are stated at $5,441,976 less than 
if this principle had not been followed.” 
(Since 1941.) (Allied Store Corporation; 
footnote.) 


(2) “The current cost of replacement of 
these inventories [LIFO] is approximately 
$9,500,000 in excess of the amount carried 
in the balance sheet.” (American Radiator 
& Standard Sanitary Corporation; president’s 
letter.) 


(3) “The above total includes approxi- 
mately $4,250,000 with respect to commodities 
valued on LIFO basis; if such commodities 
were priced at current replacement costs, 
the comparable valuation would be $9,450,000, 
a difference of $5,200,000.” (Armstrong Cork 
Company; notes to financial statements.) 


(4) “If the inventories described in (a) 
[LIFO] above had been stated at the lower 
of average cost or market, the amount of 
such inventories and the inventories as stated 
in the accompanying balance sheet at De- 
cember 31, 1948 would be increased by ap- 
proximately $441,000.” (Belding Hemingway 
Company; footnote.) 


(5) “The market value of the materials 
contained in our inventory at December 31, 
1948 was approximately $10,000,000 above 
the figure at which they were carried on our 
balance sheet.” (Bigelow-Sanford Carpet 
Company, Inc.; president’s letter.) 

(6) “In determining the results of oper- 
ations for 1948, as in 1947, the inventories 
at both the beginning and the end of the 
year were, with minor exceptions, stated on 
the basis of the same cost level, namely, 
that prevailing as of January 1, 1947. This 
method of stating inventories produces a 


(Continued on page 966) 
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Tax=-Wise 


Meetings of Tax Men 


University of Chicago.—The Third An- 
nual Conference on Federal Taxes, spon- 
sored by the University of Chicago, will be 
held in Chicago November 1, 2 and 3. This 
conference will highlight current develop- 
ments in the field of taxation principally 
during the past year. The Revenue Act of 
1950 will be discussed and an attempt will 
be made to-evaluate future legislative trends. 


The program will include about twenty 
lectures and two panel discussions, in six 
sessions. To aid in audience participation, 
an outline of each lecture with citations and 
suggested reading will be mailed to regis- 
trants in advance of the series. 


The conference is intended for attorneys, 
accountants and business executives who 
have had considerable training and experi- 
ence in tax matters. The planning com- 
mittee has endeavored to select for each 
subject a speaker well qualified by experi- 
ence in that particular field. 

The following is a tentative arrangement 
of the sessions and lectures: 


The year in review—a summarization of 
legislation, decisions and rulings for the past 
year: 

Highlight Decisions and Judicial Trends. 

Review of Significant Bureau Rulings. 

An Analysis of the Revenue Act of 1950. 

The Outlook Today on Federal Taxation 
and the National Defense Program. 


Tax planning in connection with estates: 

Income Tax Aspects in Estate Planning. 

Tax Consequences of Powers in Living 
Trusts. 

Revocable Trusts—What are the Tax 
Problems? 

Panel Discussion on the Use of Inter- 
Vivos Trusts in Tax Planning. 

Corporate planning. Tax considerations in 
handling closely held corporations: 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Liquidation of Stock Interests in a Closely 
Held Corporation. 

Changing the Corporation to a Partner- 
ship or a Proprietorship. 

Breaking Up a Corporation into Several 
Business Units. 


Special problems: 

Tax Considerations in Dealing in Oil and 
Gas. 

Inquisitorial Powers (and Limitations) of 
the Federal Government in Tax Matters. 

Interest on Tax Deficiencies and Refunds 
with some Suggestions as to Prepayments 
on Deficiencies. 

Influence of Public Policy on Deducti- 
bility of Certain Expenditures. 


Business problems—accounting and related 
problems of the going business: 

Recent Developments and Current Inter- 
est in Use of the Last-In-First-Out Inven- 
tory Method. 

Tax Developments in Profit-Sharing and 
Pension Plans, Including Some Collective 
Bargaining Considerations. 

A Selection of Unusual Accounting Ques- 
tions. 

Panel Discussion on Business Questions 
Submitted by the Audience. 


Individual planinng—several special prob- 
lems concerning affairs of individuals: 

Tax Problems in Marriage and Divorce 
Settlements. 

Buy and Sell Agreements Based on Sur- 
vivorship. 

Tax Problems of the Individual Investor. 

The fee for the conference is $30. Regis- 
tration will be transferable among members 
of a firm. Further details or information 
concerning the conference can be obtained 
from: 

The University of Chicago 

Third Annual Federal Tax Conference 

Downtown Center 

19 South LaSalle Street 

Chicago 3, Illinois 














































































































































































































































New York University—The Ninth An- 
nual Institute on Federal Taxation, spon- 
sored by New York University, Division of 
General Education, will be held November 
8-17 at the Barbizon-Plaza Hotel in New 
York City. Outstanding experts from gov- 
ernment and private practice will lecture on 
a series of important topics. The Institute is 
designed primarily for the high-level tax expert 
who wants to take the full ten-day course, but 
provision is made for qualified persons who may 
wish to attend only certain single-day sessions. 


The role of government in the meeting 
will be taken by representatives from the 
Treasury Department and the Bureau of 
Internal Revenue. The evening of Novem- 
ber 16 will be devoted wholly to problems 
considered important by the Bureau. 


A bound volume containing outlines of 
the talks will be furnished to each full-time 
registrant and, for a small fee, to each single- 
day registrant. 


The advance registration fee is $10. The 
fee for all sessions except the dinner session 
(including outlines and other materials) is 
$95. The dinner fee, covering the dinner- 
discussion November 15 (optional) is $5. 
Single-day registration, space permitting, is 
$15 per day. Executive secretary of the 
Institute is Henry Sellin, New York Univer- 
sity, Division of General Education, Institute 
on Federal Taxation, Washington Square, 
New York 3, New York. 

All correspondence concerning hotel ac- 
commodations, whether at the Barbizon- 
Plaza or elsewhere, should be addressed di- 
rectly to that hotel. 


Pennsylvania Tax Institute—The Penn- 
sylvania Tax Institute will present a panel 
discussion of the tax aspects of estate planning 
October 6 at the Hotel Sylvania in Phila- 
delphia. Moderator will be Jesse R. Fillman, 
of Carter, Ledyard & Milburn, New York. 


University of Southern California Institute 
on Federal Taxation—The University of 
Southern California School of Law plans to 
hold its Third Annual Institute on Federal 
Taxation October 18, 19 and 20 at the school 
in Los Angeles. Morning and afternoon 
sessions will consist of lectures on current 
tax problems, and evening sessions will be 
devoted to questions on the day’s lectures. 
Topics will include special income tax prob- 
lems in California. The final session will be 
a mock Tax Court trial with government 
attorneys and a Tax Court judge participat- 
ing. The forum is designed for group edu- 
cation on tax matters for those who have a 
fundamental understanding of the field and 
wish to take part in advanced studies. 









Speakers will include Mark Johnson, co- 
author with Mr. Rabkin of Federal Income 
Gift and Estate Taxation; Merle H. Miller, 
of Ross, McCord, Ice and Miller, of Indiana; 
Vance Kirby, tax legislative counsel; Valen- 
tine Brookes and Samuel Taylor, of San 
Francisco; and Joseph Brady, John B. Milli- 
ken and Maynard Toll, of Los Angeles. 
Federal Bar Tax Law Institute.——The 
Federal Bar Tax Law Institute will pre- 
sent the third of its new series of lectures 
at a Tax Symposium October 10 at the 
United States Court House in New York 
City. Speakers will be William A. Klutz, 
Head of the United States Treasury Techni- 
cal Staff, New York Division; and Benjamin 
Harrow, Professor of Taxation, St. John’s 
University. , 
American Bar Association.—The Section 
on Taxation of the American Bar Associa- 
tion held its Eleventh Annual Meeting Sep- 
tember 16-20 in Washington, D. C. The 
program and committee reports can be ob- 
tained from the American Bar Association, 1140 
North Dearborn Street, Chicago 10, Illinois. 


National Tax Association.—The National 
Tax Association held its Forty-third An- 
nual Conference on Taxation September 11- 
14 in Pittsburgh. (See “Tax-Wise,” TAXES 
—The Tax Magazine, September, 1950.) 
William A. Sutherland, attorney, Atlanta 
and Washington, was elected president. 


New Social Security Law 
Affects Income Taxes 


H. R. 6000, now Public Law 734, affects 
income taxes by making these changes in the 
Code: 


(1) Prescribes separate provisions with 
respect to assessment, collection and refund 
of withheld income taxes. 


(2) Authorizes the Commissioner to credit 
special refunds of social security taxes 
against income taxes due, applicable with 
respect to “special refunds” or wages paid 
after 1950 when an employee working for 
two or more employers has social security 
tax withheld cn more than $3,600. 

(3) Effective as to wages paid after 1950, 
requires employers to give each employee an 
annual statement showing not only federal 
income taxes withheld, *but also social se- 
curity taxes withheld. Penalties are pro- 
vided for failure to furnish an employee with 
this statement. 


(4) Extends withholding to additional in- 
dividuals and excludes others by amending 
the definition of the term “wages,” effective, 
however, only as to wages paid after 1950. 
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Tax Agreement with Greece 


The Greek government has notified the 
American Embassy at Athens that in con- 
sideration of the exemption from income 
taxation granted by United States law with 
respect to earnings derived from the opera- 
tion of aircraft registered under the laws of 
a foreign country which grants an equiva- 
lent exemption to United States citizens and 
corporations, American air enterprises are 
exempted from the Greek “patente” tax and 
from the tax on income realized in Greece. 
The agreement begins retroactively July 1, 
1946, on a reciprocal basis. 


Kentucky Has New Tax Publication 


Kentucky Revenue is a new monthly publica- 
tion compiled by the state Department of 
Finance and Department of Revenue, mak- 
ing available to the general public a com- 
prehensive monthly tabulation and analysis 
of state revenue, both tax and nontax re- 
ceipts, including federal grants. Inquiries 
concerning the new publication, which re- 
places the Monthly Report, can be made to 
the Department of Revenue, Division of Re- 
search, in Frankfort. 


No City Income Tax in San Francisco 


A San Francisco city income tax which 
would have been levied at a maximum rate 
of one per cent on incomes of more than 
$4,000 was shelved by a three-to-one vote of 
the Board of Supervisors’ Finance Com- 
mittee. The lone affirmative vote was cast 
by the sponsor of the tax. 


New Jersey Enacts 
Apportionment Law 


An apportionment statute, applicable to 
New Jersey and federal estate taxes, effec- 
tive January 1, 1951, has been enacted in 
that state as to estates of all persons dying 
intestate on or after that date, and as to 
estates of persons dying testate on or after 
that date if the will of such persons has been 
executed or republished on or after that date. 


Scot-Free 


Look up the word “scot-free” and you will 
find that it means “free of tax.” The present 
use of the word to mean almost any kind 
of “free” may be an indication of public 
opinion about taxes, if there is any need to 
expand on what everybody already knows 


Tax-Wise 


is the popular emotion on the subject. We 
shall have to stop saying, “He got off scot- 
free.’ Nobody does that any more. 


What's a Good Budget? 


Budget policy must meet four tests if it is 
to contribute to, rather than impair, the 
health and growth of the economy. It must: 


(1) Help to make the economy more 
stable by acting to restrain the demand for 
goods and services when inflation prevails 
and to stimulate demand when depression 
exists. 


(2) Foster economy in government. 


(3) Provide for reduction of the federal 
debt. 


(4) Avoid frequent change in tax rates, 
which has unsettling effects on business and 
personal planning. 


A well-rounded budget policy must meet 
all four of these tests, without depending 
upon impossibly accurate economic forecasts 
or impossibly rapid Congressional action. 
(The Stabilizing Budget Policy, What It Is 
and How It Works, Committee for Eco- 
nomic Development.) 


Adult Daughter's Loss 
Not Deductible 


A taxpayer was not entitled to a deduction 
for a casualty loss when his adult daughter, 
who was in college and supported wholly by 
him, lost jewelry and clothing valued at 
about $2,000 in a dormitory fire. The 
daughter had attained the age of twenty-one 
over six months before the loss. The Tax 
Court held that when she attained majority 
she came into all the rights and duties of an 
adult, among them ownership of clothes and 
jewelry. The deductibility of an item must 
be determined by the law governing deduc- 
tions and not by the purely statutory con- 
cept of family exemptions or dependency. 


Landlords Behind Eight Ball 


The Florida three per cent sales tax on 
rents derived from living quarters has been 
declared valid by that state’s highest court. 
The law declares that persons renting living 
quarters are deemed to be “exercising a tax- 
able privilege,” and, thus, the court held that 
the law created an excise tax computed upon 
the price charged for the service rendered. 


The inclusion of the taxation of the re- 
ceipts from the rental of living quarters in a 
so-called sales tax measure is unusual. Based, 
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as these taxes are, on “sales of tangible per- 
sonal property,” their inapplicability to rents 
received from real property is self-evident. 
Some of the states, for example Oklahoma, 
include rents collected from transient guests 
within the scope of the tax. The Oklahoma 
tax, however, although called a “sales tax,” 
has more of the characteristics of an occu- 
pation tax. Incidentally, the exclusion in the 
Oklahoma law of rents collected from perma- 
nent residents is the direct antithesis of the 
Florida exemption which is granted only to 
the receipts obtained from the rental of liv- 
ing quarters for periods not exceeding six 
months. The reason for this latter exemp- 
tion may be discerned, perhaps, in Florida’s 
reputation as a tourist haven. Indiana and 
West Virginia also tax real property rental 
income. Again, however, we are dealing 
with laws which are not, in the strict sense, 
sales tax measures, since the Indiana statute 
is a gross income tax and the West Virginia 
impost a business and occupation tax. Of 
course, any attempt to place these laws in a 
definite classification leads to trouble, because 
the lines dividing levies of this type from 
one another are, at best, indistinct. 


Although rental income from real prop- 
erty is not, generally, subject to sales taxa- 
tion, it is fair game for income tax levies. 
Applicable as they are to all income sources, 
the exemptions therefrom must be specifi- 
cally stated; rental receipts from living quar- 
ters are not to be found within these 
exemptions. 


When income and sales tax levies are dis- 
cussed nowadays, it is advisable not to omit 
local imposts. from one’s thoughts. More 
and more counties, cities and school districts, 
in the current scavenging for new revenue 
sources, are exercising the authority granted 
to them to impose income and sales taxes of 
their own. Although new and additional 
taxes are never pleasant news, some comfort 
can be drawn from the fact that these local 
laws are put together, in most cases, along 
the same lines as the state laws. Some of 
this is due to specifications set forth in the 


state enabling legislation and some to obser- 
vation of what has proved feasible in the 
older state levies. Because of this similarity, 
an understanding of the laws of the states 
will be of great help in dealing with the laws 
of their subdivisions. 


The obvious conclusion to be drawn from 
the above is that a state tax of one sort or 
another must be paid upon income received 
from the rental of real property unless the 
property is located in an area covered by 
neither a state nor a local sales or income 
tax. Even if this is done, there is probably 
nothing to prevent the enactment of a special 
tax covering such income by the pertinent 
governing body. 


The Sign Said *‘No Tipping” 


A Pullman porter’s returns for three years 
were alleged to be deficient on the basis of 
arbitrary mathematical computations to ar- 
rive at an amount of unreported income de- 
rived from tipping. At a hearing the porter, 
testifying in his own behalf, said that during 
the years 1944, 1945 and 1946 he was working 
out of Salt Lake City almost exclusively on 
troop trains or on military cars attached to 
regular trains. Signs in the cars cautioned 
military personnel against tipping. The 
porter said categorically that he had re- 
ceived no tips, and the Court accepted the 
testimony, entering a decision in the peti- 
tioner’s favor. 


Pockets Becoming Obsolete 


“The hand of the tax evader is picking 
your pocket. You are paying the tax he 
evades.” The State of Massachusetts is 
campaigning against tax dodgers by printing 
this admonition on all official mail from 
state departments. There are those among 
the Massachusetts citizenry who feel as safe 
as a man riding a subway wearing a bathing 
suit. The signs warning about pickpockets 
don’t mean much. 





PROPERTY TAX PENALTIES 


A Minnesota Attorney General’s opinion of July 5 states that 
Minnesota real estate taxes, none of which have been paid by June 1, 
may be paid by remitting, before November 1, one half of the sum due, 
together with all penalties accruing thereto, and, also before Novem- 


ber 1, by paying the second half owed but without adding any penalties. 
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New Tax Court Members .. . 
Revenue Bill of 1950 


Washington Tax Talk 





Our Cover 


On this month’s cover we feature the 
photographs of three new judges for the 
Tax Court—Stephen E. Rice, Arnold Raum 
and Norman O. Tietjens. Mr. Rice, for a 
number of years, was on the legislative 
counsel staff of the United States Senate. 

Mr. Raum, prior to his appointment to the 
Tax Court, was assistant to the Solicitor 
General. Of Mr. Raum, it is said that he 
argued more tax cases in the Supreme Court 
than anyone else in history, one of the cases 
being the very important California tideland 
oil case. 

Mr. Tietjens, prior to his appointment, 
was Assistant General Counsel of the Treas- 
ury. He first entered government service in 
1933 as Special Counsel for the Public Works 
Administration. 


Revenue Bill of 1950 


As we go to press, the joint conference 
committee is still considering the conflicting 
provisions of the House and Senate versions 
of the Revenue Bill of 1950. The last word 
on what provisions the new law will include 
may be found in the amendments made by 
the Senate. Since it seems probable that 
most of these amendments will become law, 
we have set out below—in question and 
answer form—a number of the main pro- 
visions of the bill as it now stands. If some 
of these provisions are not in the enacted 
law, please temember that some editors 
prophesied the election of Dewey. 

How does the new tax bill apply to indi- 
viduals? 

The bill affects the rate of taxes, the with- 
holding tax, family partnerships, stock op- 
tions, armed forces exemptions, capital gains 
for authors, artists, etc. and collapsible cor- 
porations. 


What changes are made in the income tax 
rates for individuals? 
The new law increases the income tax for 
individuals this year. This is accomplished 
by decreasing the deductions from the “tenta- 
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tive” tax that were taken last year on Lines 7 
or 11 of the income tax return, Form 1040. 

The optional tax tables for the calendar 
year 1950 in the Senate version of the bill 
appear on pages 904 and 905. 

What changes are made in the rate of with- 
holding? 

The salary check after October 1 will be 
less because the employer must use the new 
withholding rates. The rate of withholding 
applies to wages in excess of exemptions and 
would be increased to eighteen per cent from 
the present fifteen per cent (om the excess of 
wages over exemption amount allowable) 
if the employer uses the “percentage” meth- 
od of withholding. 

What about family partnerships? 

On September 20, the conference com- 
mittee struck the partnership provisions 
from the bill; they may be reinstated. They 
would elarify the conflicting and confusing 
rules and decisions by returning to two old 
principles: (1) that income from property 
belongs to the owner of the property; (2) 
that income from personal services is at- 
tributable to the person rendering the services. 


What is a family partnership? 

A family partnership is a partnership 
composed of at least two members of the 
same family group. 

What about gifts of a partnership interest? 

However the owner of a partnership in- 
terest may have acquired such interest, the 
income will be taxable to him, provided that 
he is the real owner. If the ownership is 
real, it will not matter what motivated the 
transfer or whether the business benefite< 
from the entrance of the new partner. 

Are there new rules about stock options? 

Yes. 


Do present regulations apply? 

No. Under existing regulations, an em- 
ployee exercising an option to purchase 
stock from his employer corporation re- 
ceives ordinary income at the time of the 


(Continued on page 906) 
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purchase in the amount of the difference be- 
tween the market value of the stock and 
the option price. 

How does the new law apply? 

The tax will apply upon a sale of the 
stock and not at the time when the option 
is granted or exercised. The proceeds of 
such a sale will be long-term capital gain. 


Does this new treatment apply generally? 

No—tThe new treatment of stock options 
applies only in special cases, for instance: 

(1) The option must be granted to an 
employee of the corporation or of its parent 
or subsidiary; 

(2) The stock acquired must be sold not 
less than two years after the option was 
granted and not less than six months after 
the stock was acquired; 

(3) The employee cannot own, directly 
or indirectly, more than ten per cent of 
the combined voting power of all classes of 
stock of the corporation or its parent at the 
time the option is granted. 


What happens to the tax treatment of other 
stock options? 
Presumably there is no change. Commis- 
sioner v. Smith will still apply. 


What about exclusions for the armed forces? 

All the pay of enlisted personnel and 
warrant officers for periods of service in a 
combat. zone will be excluded from taxable 
income. Commissioned officers may exclude 
$200 per month for each month they serve 
in a combat zone. 


What is a combat zone? 

A combat zone is any area which the 
President designates as an area in which 
the Armed Forces of the United States are 
engaged in combat or have engaged in com- 
bat after June 24, 1950. 


Will capital-asset treatment be given the 
sale of copyrights, artistic works, etc.? 
No. On the sale of a copyright, book, 

artistic work or other product of the tax- 

payer’s personal effort (except patents and 
inventions), the gain would be ordinary in- 
come and not capital gain. 


How about collapsible corporations? 

The new law would deny capital-asset 
treatment to any stockholder who sold, ex- 
changed or liquidated his securities in such 
a corporation. 


What is a collapsible corporation? 

A collapsible corporation is a device used 
under the present law to convert what would 
be ordinary business income into long-term 
capital gain, A corporation is organized for 
one project and liquidated upon completion 
of the project. On distribution of its assets 
in liquidation, the corporation pays no tax 


and the stockholder reports a long-term 

capital gain on the difference between his 

cost and the fair market value of the assets. 

How does the new tax law apply to corpo- 
rations? 

It increases the tax rates, changes the 
method of installment payments, extends 
the period of exclusion for income arising 
from the cancellation of certain debts, post- 
pones the recognition of certain gains on 
liquidation, broadens the base of percentage 
depletion and taxes certain business activi- 
ties of organizations heretofore tax exempt. 
What are the increases in corporate tax 

rates? 

Under existing law, corporations with tax- 
able incomes of $50,000 and over pay a flat 
twenty-four per cent normal tax and a flat 
fourteen per cent surtax, a total rate of 
thirty-eight per cent. Effective rates are 
lower for corporations having taxable in- 
come below $25,000. Since the thirty-eight 
per cent rate applying to corporations with 
taxable incomes of $50,000 and over is ap- 
plicable to the entire income, there is a 
fifty-three per cent “notch rate” on income 
between $25,000 and $50,000. 

The new law eliminates the notch rate by 
providing for a $25,000 surtax exemption, 
a twenty-one per cent normal tax on all 
taxable income and a twenty per cent sur- 
tax on income in excess of $25,000. 

For the calendar year 1950, the normal tax 
will be twenty-three per cent and the surtax 
on incomes over $25,000 will be nineteen 
per cent, making a total top rate of about 
forty-two per cent for the calendar year 1950 
as compared with a top rate of about forty-five 
per cent for 1951 and subsequent years. 


What are the changes in the payment of tax? 

Under present law, a corporation may 
elect to pay its tax in four installments of 
twenty-five per cent each, quarterly, in the 
year following its taxable year. The new 
bill would accelerate such payments, begin- 
ning with the year 1951, so that a thirty per 
cent installment would be payable in each 
of the first two quarters and a twenty per 
cent installment in each of the last two 
quarters. In succeeding years, the install- 
ments would be gradually increased in the 
initial quarters. 

How does the new law treat income from 
the discharge of corporate indebtedness? 
It extends for an additional year the ap- 

plication of Code Sections 22 (b) (9) and 

(10), which permit railroads and other cor- 

porations to exclude from income amounts 

attributable to the discharge of indebted- 
ness evidenced by a security. 


(Continued on page 953) 
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| Transfers of Life Insurance 


for Valuable Consideration 


By GERARD S. BROWN 


THERE ARE THREE LITTLE WORDS IN SECTION 22 (b) (2) (A) 
WHICH, THE AUTHOR SAYS, CREATE A MISUNDERSTANDING. 
HE URGES CONGRESS TO LOOK AT THEM A SECOND TIME 


NYONE who has dealt with transfers of 

life insurance policies for a valuable con- 
sideration has found the provision relating 
to that transaction not only irritating but, 
on reflection, hard to believe in the sense 
in which it has been interpreted. The first 
thought is to wonder why it is there at all. 

The interpretation of the sentence in 
Section 22 (b) (2) (A)* of the Internal 
Revenue Code dealing with life insurance 
policies transferred for valuable considera- 
tion has been wholly inconsistent with the 
intent of Congress as expressed in the rec- 
ord at the time it was enacted. Congress 
did not intend to impose a tax upon the 
proceeds of life insurance maturing at the 


death of the insured in the case of policies 
transferred for valuable consideration. 


Life insurance is indemnity, as Congress 
recognized when the income tax was first 
enacted. Then and ever since, proceeds of 
life insurance maturing by reason of the 
death of the insured have properly been 
excluded from taxable income, as they now 
are under Section 22 (b) (1). 


There can be no good reason why such 
proceeds should be taxed merely because a 
policy has been the subject of a transfer. 
Congress would not deliberately discrimi- 
nate against transferees, and the history of 
this provision and its place in the Code 
make that clear. The record unmistakably 


Mr. Brown, a Chartered Life Underwriter of Chicago, is with the Penn 
Mutual Life Insurance Company. He is past president of the American 
Society of Chartered Life Underwriters. 





1 Section 22 (b) (2) (A) of the Internal Reve- 


gate premiums or consideration paid (whether 


nue Code reads as follows: 

‘*(2) Annuities, Etc.— 

“(A) IN GENERAL. — Amounts received 
(other than amounts paid by reason of the 
death of the insured and interest payments on 
such amounts and other than amounts received 
as annuities) under a life insurance or endow- 
ment contract, but if such amounts (when 
added to amounts received before the taxable 
year under such contracts) exceed the aggre- 


Transfers of Life Insurance 


or not paid during the taxable year) then the 
excess shall be included in gross income. .. . 
In the case of a transfer for a valuable consid- 
eration, by assignment or otherwise, of a life 
insurance, endowment, or annuity contract, or 
any interest therein, only the actual value of 
such consideration and the amount of the pre- 
miums and other sums subsequently paid by 
the transferee shall be exempt from taxation 
under paragraph (1) or this paragraph. .. .’’ 
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proves that Congress enacted this as a relief 
measure with no intent to nullify the appli- 
cation of Section 22 (b) (1) as to trans- 
ferred policies. 


Cases of Necessity of Transfer 


As a consequence of the meaning which 
has been ascribed to it, great hardship has 
been laid upon owners of policies which 
have been or should be transferred for legi- 
timate reasons. The most frequent types 
of such cases are those of policies to protect 
business interests. Occasionally, but less 
frequently, personal life insurance policies 
are subjects of the injustice created by this 
situation. In any kind of business change 
or reorganization, except tax-free reorgan- 
izations, tax counsel is careful to advise 
avoidance of transfers of life insurance poli- 
cies. Probably the transaction which is hit 
most frequently by the injustice of this pro- 
vision occurs in partnerships and closely 
held corporations owned by a few individ- 
uals. A, B and C are associates in the 
ownership of Z Company. It may be either 
a partnership or a corporation. A and B 
own and pay for a policy on the life of C, 
A and C on the life of B, and B and C on 
the life of A. A dies and B and C are 
indemnified for their loss of his services to 
the business. B and C continue the business 
and each would like to buy from the execu- 
tor of A’s estate the estate’s interest in the 
policy on the life of the other. But they 
are stopped by the ‘harsh application of this 
provision. 


Thousands of owners in the small busi- 
ness category are confronted with this risk. 
Giant corporations can take care of them- 
selves. But with rare exceptions the only 
market which the small businessman’s estate 
can find for his interest is among the busi- 
ness associates of the decedent, and most 
frequently it is the only source of cash to 
meet his estate tax. Here is an opportunity 
to do something for small business with 
virtually no cost to the Treasury. Sub- 
stantially all of these enterprises are in the 
five- and six-figure and occasionally seven- 
figure net worth classes; rarely is their net 
worth larger. 


My first experience in an actual case was 
about twelve years ago with policies owned 
by a corporation which was being reorgan- 
ized as a partnership. In this case policies 
on the lives of officers and key men were 
surrendered and new policies taken out at 
higher rates for no reason except that there 
was danger of a tax under this section if 
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the policies were transferred from the cor- 
poration to the partners. Since that time 
I have had several similar experiences, In 
one case two men had developed impair- 
ments with the consequence that the new 
policy for one of them not only required 
a higher rate because of age but an addi- 
tional rate for the impairment. The other 
man had become uninsurable and there was 
no choice except to transfer the policy on 
his life and run the risk of a tax. Avoid- 
ance of a transfer by the purchase of new 
policies at older ages and higher rates is 
always costly even when men have remained 
fully insurable. 


Purpose of Congress? 


If this provision was intended as an im- 
position of tax, as the Commissioner has 
successfully contended in the litigation of 
cases over policies transferred for a valuable 
consideration, what could have been the 
purpose of Congress in trying to reach so 
obscure and potentially unproductive a 
source of revenue? This sentence first ap- 
peared in the Revenue Act of 1926. That 
was the middle of a decade of Treasury 
surpluses and tax rate reductions, so there 
was no reason for Congress to look for new 
sources of revenue. What, then, was the 
intent of Congress in enacting it? Curiosity 
over these points is readily satisfied by a 
study of the report of the Senate Finance 
Committee where it originated, the Con- 
ference Committee and the Congressional 
Record of the Sixty-ninth Congress at the 
time it was introduced by the committee on 
the Senate floor. 

At that time, as at the present, Section 
213 (b) (1), now Section 22 (b) (1), excluded 
from the income tax, proceeds of life in- 
surance maturing by reason of the death of 
the insured. Section 213 (b) (2), now Sec- 
tion 22 (b) (2), excluded the cost to the 
insured of annuities and policies maturing 
during his lifetime. That paragraph is 
headed, “ANNUITIES, ETc.” and states at the 
outset that it applies to “amounts received 
(other than amounts paid by reason of the 
death of the insured and interest payments on 
such amounts). ”” (Italics supplied.) 
Evidently some questions arose prior to 1926 
in the administration of the latter paragraph 
relative to transferred policies maturing 
during the lifetime of the insured. A search 
of committee reports and regulations for 
a ten-vear period preceding that does not 
disclose a case which would throw light on 
the action of the 1926 Congress, but it does 
seem likely from the record that cases of 
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endowments which matured during the in- 
sured’s lifetime were brought to the atten- 
tion of the Senate Finance Committee where 
this measure originated. The provision re- 
garding transferred policies was not in- 
cluded in the original Ways and Means 
Committee Revenue Bill of that year. The 
reports of the Senate Finance Committee 
and the Conference Committee and the sub- 
sequent Senate floor discussion make it per- 
fectly clear that no new tax was intended, 
but that the provision was adopted to relieve 
transferees and grant to them the same ex- 
clusions as had been allowed to the insured 
up to that time under then Section 213 


(b) (2). 


The report of the Senate Finance Com- 
mittee’ states: 


“Section 213 (b) (2): Under the present 
law a return of premiums paid under a life 
insurance, endowment, or annuity contract 
are exempt only when returned to the in- 
sured. The proposed amendment grants to 
the various persons to whom the payments 
are made an exemption of an amount equal 
to their proportionate shares of the pre- 
miums paid. 


“In the case of an assignment for a valu- 
able consideration, the exemption under 
paragraph (1) or (2) is limited to the con- 
sideration and the premiums paid by the 
assignee. 


“Inasmuch as there is no intended dis- 
tinction between ‘life-insurance policies’, as 
used in paragraph (1) of existing law, and 
‘life-insurance contracts’, as used in para- 
graph (2), a uniform phraseology is adopted 
in both paragraphs.” 


The report of the Conference Committee * 
States: 


“Amendment No. 17: ... Under existing 
law a return of premiums paid under a life 
insurance, endowment, or annuity contract 
is exempt only when returned to the insured. 
The Senate amendment grants to the various 
persons to whom the payments are made an 
exemption of an amount equal to their pro- 
portionate shares of the premiums paid. In 
the case of an assignment for valuable con- 
sideration, the exemption provided in the 
amendment is limited to the consideration 
and the premiums paid by the assignee; and 
the House recedes with an amendment, 
making a clerical change.” 


Senate Discussion 





The discussion on the floor * of the Senate 
throws additional light on the intent of this 
provision. Chairman Smoot of the Senate 
Finance Committee explained and answered 
questions as follows: 


“MR. SMOOT. Mr. President, the ex- 
planation of this is this: This amendment 
is to make it clear that the exemption from 
gross income of amounts received under en- 
dowment and annuity contracts is only up 
to the point where the aggregate amounts 
received in the taxable year and before 
equal the aggregate amount of the premiums 
under the contract. 


“For example, if the total premium for an 
annuity contract is $50,000 and the annual 
installments to the beneficiary are $8,000, 
then for the first six years the installments 
would be exempt from tax; in the seventh 
year only $2,000 would be exempt; and 
thereafter the whole $8,000 would be tax- 
able each year. 


“MR. COUZENS. Mr. President, will the 


Senator explain how that works out? 


“MR REED of Pennsylvania. It works 
out in this way: What we want to do is 
to tax, as income, all excess which the policy 
holder receives over the amount of pre- 
miums which he pays. On an endowment 
policy the intention was, in drafting the 
original amendment, to charge him just with 
that excess, because that is true income, 
and it does not represent the return of his 
premiums; but, as the amendment was first 
worded, he would have been taxed only if 
the amount of the installment received in 
any one year exceeded all the premiums 
for previous years. The Senator is familiar 
with these endowment policies that are pay- 
able in installments. What we want to do 
is to make it plain that you are to take 
all the amounts received by the policy holder 
up to date on his endowment and contrast 
them with all the premiums paid; and if 
in that year there is any excess received by 
him, that is income. 


“MR. SMOOT. Or, in other words, as I 
stated, if the whole amount were $50,000, 
and he had $8,000 income each year, he 
could take the fuil $8,000 for six years, 
amounting to $48,000, and in the seventh 
year all he could take would be $2,000. In 





2? Senate Report 52, 69th Congress, 1st Ses- 


sion, p. 20. 


’ House Report 356, 69th Congress, ist Ses- 


sion, p. 33. 
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* Congressional Record, 69th Congress, Vol- 
ume 67, pp. 3282-3283. 























































































































other words, he then would have gotten 
back all of his premiums. 


“MR. SIMMONS. Is not this about the 
fact with reference to that matter: Under 
the practice of the department and under 
its interpretation and construction of the pres- 
ent law, if an endowment policy is taken out 
payable to the man who pays the premiums, 
they allow him deductions for the full 
amount that he has paid in premiums, and 
only treat as taxable the excess when the 
policy matures? 


“MR. SMOOT. That is right. 


“MR. SIMMONS. But if that policy is 
made payable to a man’s wife or a man’s 
children, under the construction and inter- 
pretation of the Treasury Department, when 
the policy matures he would be required to 
pay upon the full amount of the policy 
without any deduction on account of pre- 
miums. 


“MR. SMOOT. Yes. 


“MR. SIMMONS. Making a very glaring 
injustice and discrimination.” 


The reports of the Senate Finance and 
Conference Committees and the discussion 
on the floor contain several significant and 
noteworthy points. For one thing, all of 
the references and examples relate to en- 
dowment and annuity contracts maturing 
to the insured. There is not a word to indi- 
cate that Congress had any intention of 
changing the status of proceeds of trans- 
ferred policies maturing by reason of the 
death of the insured. In the absence of any 
reason or examples, it can only be concluded 
that paragraph (1) was brought into the 
new language for the purpose of making the 
relief all-inclusive, and without considering 
that transferees of policies maturing by 
reason of the death of the insured were 
already fully protected under the language 
of paragraph (1). The fairness of extending 
to transferees an exclusion to which insureds 
had been entitled prior to that time was 
another strongly approved point in the Senate 
discussion. The central idea throughout was 
the extension to transferees of an exclusion 
to eliminate an injustice and discrimination. 


Other Theories 


The theory has been advanced that in 
enacting this provision, Congress had in 
mind levying a tax upon “speculative” trans- 
fers. There is not the slightest evidence to 
support that conjecture. A speculative transfer 
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is one in which the transferee advances 
money on the security of an assigned policy 
but has no insurable interest in the insured. 
In the early days of life insurance, men 
occasionally gambled on the lives of others 
by the purchase of life insurance. This 
practice was in a large measure responsible 
for the doctrine of insurable interest which 
put a stop to that misuse of life insurance. 
In the nineteenth century when life insurance 
in the United States was young, and policies 
contained no nonforfeiture values, there were 
instances in which a distressed policyholder 
would raise money by assigning a policy 
for a loan or selling it to a party having no 
insurable interest. When nonforfeiture pro- 
visions were incorporated in policy con- 
tracts and it was possible for a policyholder 
to surrender his policy to the insurance 
company or to borrow on it from the com- 
pany, there was no longer any occasion for 
such a transfer. Furthermore, the collateral 
assignment has taken the place of the abso- 
lute assignment where policies are transferred 
to a third party as security for a loan. 
Transfers which could be regarded as specu- 
lative have been so rare in the past seventy- 
five years that even if Congress had thought 
of them in 1926 they could have been disre- 
garded in the interest of fairness to the many 
thousands of transfers for legitimate and 
proper purposes. It seems reasonable to 
state that the speculative transfer would 
occur less than once in a million death 
claims today, and as a source of federal 
revenue it would be practically nil. A number 
of life insurance company executives and 
attorneys were asked whether they had 
encountered cases of transfers of policies to 
transferees having no insurable interest in 
the insured and, if so, how frequently. Al- 
though no statistics are available, their ex- 
perience makes it clear that these cases are 
extremely infrequent. There would be no 
need to dwell on the subject of the specu- 
lative transfer except that the point was 
recently raised when this provision of the 
Code was discussed. It is clear from the 
record that speculative transfers were not 
considered by the Sixty-ninth Congress, were 
not the reason for this provision of the 
Code, and can be dismissed as of no conse- 
quence in the consideration of this subject. 


The ambiguity which has led to the un- 
fortunate general misunderstanding of the 
purpose of extending this exclusion to trans- 
ferees can easily be corrected if Congress 
will strike out the words “paragraph (1) 
or” from Section 22 (b) (2) (A). 


[The End] 
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THE ALIMONY TRUST 


By STEPHEN T. DEAN 


THE AUTHOR IS A MEMBER OF THE PHILADELPHIA LAW FIRM OF 
MONTGOMERY, McCRACKEN, WALKER & RHOADS. THIS ARTICLE IS 
A REVISION OF HIS ARTICLE IN TRUSTS AND ESTATES FOR APRIL, 1950 





N ESSENTIAL BASIS for discussing 
‘the drafting of alimony trusts is an 
understanding of the federal income, gift and 
estate tax treatment of the alimony itself. 
Without attempting a book-length discus- 
sion of the many federal tax problems arising 
under alimony contracts, it is important to 
review briefly the tax principles involved. 


The pre-1942 general rule was that ali- 
mony was taxed to the husband whether he 
paid directly or through the medium of a 
trust. The reasoning—which is still good— 
was that one’s payment of a debt does not of 
itself create an income tax deduction, and 
the “legal obligation” under state law to 
support one’s wife is as much a “debt” as 
the money owed the grocer. 


In 1942 Congress created exceptions to 
this general rule by defining a limited orbit 
within which the husband must deduct and 
the wife must pay tax on alimony pay- 
ments.* In brief, the tax burden of alimony 
is shifted from husband to wife only if all 
of four conditions are met. 


(1) The Marital Status.—The wife must 
be “divorced or legally separated from her 


1Gould v. Gould, 1 ustc 913, 245 U. S. 151 
(1917); Douglas v. Willcuts, 36-1 ustc { 9002, 
296 U. S. 1 (1935). 

2Sections 22 (k), 23 (u) and 171 of the In- 
ternal Revenue Code. This discussion assumes 
that alimony passes from husband to wife. 
However, the Code contemplates that it may 
pass as well from wife to husband. Code Sec- 
tion 3797 (a) (17). 

3 Bureau of Internal Revenue letter, Decem- 
ber 8, 1944. 

Smith wv. Commissioner, 48-1 ustc { 9294, 
168 F. (2d) 446 (CCA-2, 1948). 
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husband under a decree of divorce or of 
separate maintenance.” This requirement is 
not met by an annulment,’ a voluntary sepa- 
ration,‘ a court decree enforcing payments 
under a voluntary separation agreement °® 
or a support order issued in desertion pro- 
ceedings.” But a Mexican divorce qualifies 
even though not recognized in the local state.’ 


(2) Necessity of Agreement or Decree.— 
The alimony must be paid “under such 
decree or under a written instrument inci- 
dent to such divorce or separation.” This 
requirement is met by payment under an 
agreement incident to divorce, even though 
the state law (as in Pennsylvania) prohibits 
alimony,’ and by payment under a prior 
agreement originally for another purpose but 
later amended as an incident to divorce.’ 
The decree need not mention the agreement; 
it is sufficient if the agreement contemplates 
a divorce, regardless of where that decree 
eventually may be secured.” And the agree- 
ment itself may have the casual form of a 
letter.” But the requirement is not met by 
payments on an oral understanding;” a 
voluntary agreement, even if imposed by re- 
ligious principles, preventing recourse to the 





5 Terrell v. Commissioner, 50-1 ustc { 9166, 
179 F. (2d) 838 (CA-7, 1950). 

® Kalchthaler, CCH Dec. 15,336, 7 TC 625 
(1946). 

7G. C. M. 25250, 1947-2 CB 32. 

8 Hesse, CCH Dec. 15,367, 7 TC 700 (1946); 
Johnson, CCH Dec. 16,348, 10 TC 647 (1948). 

*Gale, CCH Dec. 17,261, 13 TC 661 (1949); 
Neeman, CCH Dec. 17,199, 13 TC 397 (1949). 

10 Fry, CCH Dec. 17,259, 13 TC 658 (1949). 

11 Jefferson, CCH Dec. 17,407, 13 TC 1092 
(1949), acq. 1950-11-13360 (p. 1). 

12 Myerson, CCH Dec. 16,364, 10 TC 729 (1948). 
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courts; voluntary increases of amount,” 
even though later approved by a nunc pro 
tune decree * under voluntary separation not 
contemplating divorce, although followed by 
a divorce decree making no mention of 
agreement; or by payment under an agree- 
ment made subsequent to the decree.” 


(3) The Form of Payment.—The ali- 
mony must take the form of “periodic pay- 
ments (whether or not made at regular 
intervals) received subsequent to such de- 
cree.” Payments pendente lite are not de- 
ductible.* A fixed sum is “periodic” only if 
the total “may be or is to be paid within a 
period ending more than 10 years from the 
date of such decree or instrument,” ” and 
the deductible annual payment may not 
exceed ten per cent of the total sum;” but 
the ten-year period may be contingently a 
shorter period, as where alimony will cease 
upon the wife’s remarriage.” However, the 
presence of such contingencies does not 
obviate the need for the ten-year period 
where a fixed sum is involved. Thus, the 
alimony tax rules do not extend to pay- 
ments of $100 per month until an aggregate 
$6,000 is paid (i. e., over a five-year period), 
even though the payments may terminate on 
death or remarriage.” A flexible sum, as 
where payments are based on a percentage 
of income, qualifies as “periodic” even 
though payable over less than ten years.” 


The death of the husband does not change 
these alimony tax rules. If the alimony con- 
tract is binding on the husband’s estate, the 
surviving wife will continue to be taxable 
on the alimony payments even though they 
are made by the estate long after the hus- 
band’s death.” 


The term “payments” as applied to ali- 
mony means cash or the equivalent of cash; 
it does not include property. Thus the in- 
come tax burden is not shifted if it is prop- 
erty alone that is transferred under the 
alimony agreement; rather, the statute pro- 


13 Melville, CCH Dec. 17,246(M), 8 TCM 934 
(1949). 

4 Dawwalter, 
(1947). 

1% Van Vlaanderen v. Commissioner, 49-1 ustc 
719305, 175 F. (2d) 389 (CA-3, 1949); Fuller 
et al., CCH Dec. 17,228(M), 8 TCM 889 (1949). 

16 Brightbill v. Commissioner, 50-1 ustc J 9118, 
178 F. (2d) 404 (CA-3, 1949). ; 

17 Cox v. Commissioner, 49-2 ustc { 9369, 176 
F. (2d) 226 (CA-3, 1949). 

1 Borden Estate, CCH Dec. 17,789(M) (memo. 
op.), July 25, 1950; Fields, CCH Dec. 17,698, 
14 TC —, No. 136, June 20, 1950; Fox, CCH 
Dec. 17,680, 14 TC —, No. 127, June 12, 1950. 

1” Carmichael, CCH Dec. 17,718, 14 TC —, 
No. 154, June 30, 1950. 

* Code Section 22 (k). 


CCH Dec. 16,040, 9 TC 580 
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vides only that “such amounts recetved as are 
attributable to property so transferred [under 
an alimony arrangement] shall not be in- 
cludible in the gross income of such hus- 
band.” (Italics supplied.) In other words, 
if the husband transfers property to his 
divorced wife, his only tax benefit is that he 
will not be taxed on the future income from 
that property. 


The question of what is an “equivalent of 
cash” is always subject to conjecture. The 
rental value of a home does not qualify;* but 
the husband’s payment of the wife’s liability 
for federal income tax on alimony is treated 
as additional alimony.” 


A problem frequently in litigation is 
whether the payment of life insurance pre- 
miums are the equivalent of cash payments. 
The payment of premiums by the husband 
on insurance covering his life will qualify 
as alimony payments if the insurance is 
owned by the wife™ and she is the irrev- 
ocable and direct (not contingent) bene- 
ficiary,” or, although the insurance is owned 
by the husband, if the insurance is payable 
to the wife and the premium payments are 
expressly stated to reduce alimony otherwise 
payable.” But if the insurance is owned by 
the husband and the premiums are not ex- 
pressly stated to be in reduction of alimony 
otherwise payable, then there has been no 
payment which qualifies as alimony.” 


(4) The Purpose of Payment.—The tax 
burden on alimony will shift from husband 
to wife only if it is “in discharge of a legal 
obligation which, because of the marital or 
family relationship, is imposed upon or in- 
curred” by the husband. Thus, the husband’s 
repayment of a loan previously made by 
the wife will not qualify as alimony, even 
though the payment is part of a general 
settlement upon separation;® nor is it “ali- 
mony” where payment is made for real 
estate transferred by the wife to the hus- 


2 Steinel, CCH Dec. 16,287, 10 TC 409 (1948). 
22 Fleming, CCH Dec. 17,715, 14 TC —, No. 
150, June 28, 1950. 

*% Young, CCH Dec. 16,363, 10 TC 724 (1948). 


2% Fairbanks, CCH Dec. 17,781, 15 TC —, 
No. 10, July 31, 1950. 
2% Pappenheimer v. Allen, 47-1 ustc { 9384, 


71 F. Supp. 788 (DC Ga., 1947). 

7s Mahana v..U. 8., 50-1 ustc { 9164, 88 F. 
Supp. 285 (Ct. Cls., 1950), cert. den. June 5, 
1950. 

= Stewart, CCH Dec. 15,967, 9 TC 195 (1947). 

*8 I. T. 4001, 1950-6-13313 (p. 7). 

2 Hart, CCH Dec. 16,484, 11 TC 16 (1948). 

%® Blumenthal, CCH Dec. 17,092, 13 TC 28 
a" aff'd 50-2 ustc { 9363 (CA-3, July 27, 
1950). 


31 Regulations 111, Section 29.22 (k)-1. 
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band in the course of a general settlement.” 

Similarly, the payment of hospital expenses 

not required by the agreement gives rise to 
7%. 33 

no deduction, 


Despite the fact that the obligation to sup- 
port children also arises out of the “family 
relationship,” the husband continues to be 
taxed upon that part of the alimony which 
“the decree or written instrument fix, in 
terms of an amount of money or a portion 
of the payment, as a sum which is payable 
for the support of minor children.” Thus, if 
an amount is specified for the children’s 
support, that sum is taxed to the husband; 
and if no amount is specified for the chil- 
dren’s support, the wife is taxed on the 
whole payment even though she may under- 
take their support.“ But, even though the 
amount for the children may not be specifi- 
cally defined in the agreement, a portion 
attributable to their support may be col- 
laterally defined, as where the agreement 
provides that at the death of the wife fifty 
per cent of the payments shall continue for 
the children’s benefit. The assumption would 
be that during the wife’s life fifty per cent 
of the alimony would be for the children.” 


It may be further noted that where the 
sum payable under an alimony agreement 
is allocable between the wife and the chil- 
dren, and the husband makes only a part 
payment, it is presumed that such part pay- 
ment is applied first against the children’s 
support (which causes the husband to be 
taxed thereon).” It should also be kept in 
mind that there is in Section 171 (a) a 
similar provision which taxes the husband 
rather than the wife on trust income applied 
for the children’s support. 


Trust Income of Divorced Wife 


In addition to these general alimony rules, 
Section 171 deals with the trust income of 
divorced couples. That section taxes the di- 
vorced wife upon the income from “any trust 
which such wife is entitled to receive and 
which .. . [otherwise] would be includible 
in the gross income of her husband.” Thus, 


* DuBane, CCH Dec. 16,411, 10 TC 992 (1948); 


compare Hogg, CCH Dec. 
(1949), nonacq. 1950-4-13288. 

%3 Sharp, CCH Dec. 17,812, 15 TC —, No. 27, 
August 20, 1950. 

34 Moitoret, CCH Dec. 15,352, 7 TC 640 (1946). 

% Budd, CCH Dec. 15,295, 7 TC 413 (1946); 
Leslie, CCH Dec. 16,383, 10 TC 807 (1948. 

% Fleming, CCH Dec. 17,715, 14 TC —, No. 
150, June 28, 1950. 

37 Code Section 166. 

38 Code Section 166. 

%* Code Section 167. 


17,194, 13 TC 361 
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after divorce the wife is taxed on trust in- 
come upon which the husband previously 
was taxed because he retained the right to 
revoke the trust," or the power to revest 
enjoyment in himself,” or the power to apply 
the income to his own benefit,” or the wide 
supervisory power over a short-term trust 
as condemned in /elvering v. Clifford” and 
its innumerable offspring. 


The special impact of Section 171 can be 
fully realized only when it is understood 
that the wife is taxed on the entire trust dis- 
tribution made periodically, even though it 
comes in part from principal. For example, 
an annuity derived in part from trust prin- 
cipal is fully taxed as alimony—not annuity 
income—to the wife.” And the husband has 
no corresponding deduction because, as ex- 
plained above, the trust represents “prop- 
erty” transferred, and his only tax benefit is 
the exclusion from his tax return of the 
trust income, 


This very brief review of the income 
tax aspects of alimony does not itself pro- 
vide sufficient background for the drafting 
of an alimony trust agreement. We must 
also explore the federal gift and estate tax 
problems and understand the manner in 
which additional taxes may attach 
themselves to an alimony agreement. 


these 


Gift Tax Problem 


Gift tax is imposed on any transfer made 
without “adequate and full consideration.” 
For example, a transfer before or during 
marriage in consideration of the release of 
future “marital rights” in property is taxed 
because such future rights are not “adequate 
and full consideration.” ” 


However, a lump-sum transfer at termina- 
tion of a marriage will not be taxed if it is 
made for the release of the wife’s present 
right of support.” But alimony paid for the 
wife’s release of future marital rights in 
property (dower or statutory estate in lieu 
thereof) is taxed, because in Barnard’s Estate 
the court held such future rights do not 
provide the “adequate and full considera- 


# 40-1 ustc {| 9265, 309 U. S. 331 (1940). 

41Code Section .22 (b) (2) (A); Laughlin’s 
Estate v. Commissioner, 48-1 vustc {| 9263, 167 
F.. (2d) 828 (CCA-9, 1948). 

42 Commissioner v. Wemyss, 45-1 ustc {§ 10,179, 
324 U. S. 303 (1945); Merrill v. Fahs, 45-1 
ustc § 10,180, 324 U. S. 308 (1945); Rosenwald, 
CCH Dec. 14,579(M), 4 TCM 549 (1945). 

“@E, T. 19, 1946-2 CB 166; Jones, CCH Dec. 
13,224, 1 TC 1207 (1943); Lahti, CCH Dec. 
14,914, 6 TC 7 (1946); McLean, CCH Dec. 
16,620, 11 TC 543 (1948); Harding, CCH Dec. 
16,732, 11 TC 1051 (1948), acq. 1949-1 CB 2. 
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tion” necessary to negative a gift.“* An escape 
from the Barnard’s Estate situation is to have 
the divorce court issue its decree for a lump- 
sum obligation of the husband to the wife, 
which becomes a present judgment obliga- 
tion; the subsequent release of this obliga- 
tion by the wife provides sufficient consideration 
to prevent payment being treated as a gift.” 

Where the alimony transfer is in part for 
the obligation of support (not taxable) and 
in part for the release of the wife’s future 
marital rights in property (taxable), the Bu- 
reau apparently will make an allocation 
based upon income, assets, life expectancies 
and similar factors.* 


Estate Tax Problem 


If upon the husband’s death his estate 
becomes liable for continuing alimony to a 
divorced wife, it is desirable that the alimony 
obligation be a deductible claim for federal 
estate tax purposes. A proper claim will be 
valued and deductible although the alimony 
is terminable by death or remarriage.” 
However, either of two propositions must 
be established in order that the alimony 
claim be deductible: 


(1) The consideration for the alimony 
agreement must have been the wife’s release 
solely of her present marital right to sup- 
port. This will supply the “adequate and 
full consideration” which Section 812 (b) 
requires for a deductible claim. However, 
the release of the wife’s future marital rights 
to property (dower or statutory estate in lieu 
thereof) does not supply the type of con- 
sideration necessary for a deductible claim.* 

(2) If the consideration is something 
other than the wife’s release of support 
rights, the alimony sum (or perhaps merely 
the alimony agreement which specifies that 
sum) must be incorporated into the divorce 
decree itself. Why? Section 811 (b) states 
that to be deductible a claim which is merely 
“founded upon a promise or agreement” 
must have been contracted for “an adequate 
and full consideration”; and then the statute 
expressly excludes as consideration “the re- 
linquishment of dower, curtesy, or of a statu- 
tory estate created in lieu of dower or 



















































































































































“4 Commissioner v. Barnard’s Estate, 49-2 ustc 
10,729, 176 F. (2d) 233 (CA-2, 1949); Harris 
v. Commissioner, 50-1 vustc { 10,746, 178 F. 
(2d) 861 (CA-2, 1949), cert. granted March 27, 
1950; Krause v. Yoke, 50-1 ustc { 10,750, 89 F. 
Supp. 91 (DC W. Va., 1950). 

4% Commissioner v. Converse, 47-2 ustc { 10,567, 
163 F. (2d) 131 (CCA-2, 1947). 

*E. T. 19, 1946-2 CB 166. 

“ Commissioner v. Maresi, 46-1 ustc { 10,276, 
156 F. (2d) 929 (CCA-2, 1946). 
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curtesy, or of other marital rights in the 
decedent’s property or estate.” But when the 
alimony obligation becomes a part of a 
divorce court decree, it is then founded on 
a judgment—not merely a promise or agree- 
ment—and the claim is deductible to the 
extent that the consideration was the wife’s 
release of her rights under that judgment.” 


A final estate tax problem is whether the 
consideration supporting an alimony transfer 
can prevent its inclusion in the husband’s 
taxable gross estate even though it takes 
effect at his death (Section 811 (c)) or is 
revocable by him (Section 811 (d)). The 
answer is clear: the transfer is subject to 
estate tax in spite of its origin as an arrange- 
ment for alimony.” But a transfer is not 
taxed as “in contemplation of death” merely 
because it was made as a substitute for 
dower rights.” 


Drafting the Agreement 


The alimony-trust agreement should cover 
many important features beyond the scope 
of this article: the right to live separate 
and apart; provision of a home; custody, 
education and support of children; continua- 
tion of life insurance; division of jointly 
owned property; payment of the costs of 
the divorce action; and other matters 
peculiar to the individual case. 


- But any trust agreement must be drafted 
with three principal tax considerations in 
mind: first, on whom to place the income 
tax burden (which we will assume is to be 
shifted to the wife); second, the avoidance 
of federal gift tax liability to the husband; 
third, the provision of a deductible claim 
against the husband’s taxable estate, assum- 
ing that the alimony obligation survives 
his death. 


There being a valid divorce or legal sepa- 
ration, the first step is to meet the statutory 
requirement that the alimony agreement be 
“incident to such divorce or separation.” 
The agreement need not refer to the divorce, 
nor need it be referred to by the decree; 
but in the absence of specific reference the 
relationship of one to the other must be 
proved by other evidence, and often this is 


#®E,. T. 19, 1946-2 CB 166. 

* Commissioner v, State Street Trust Com- 
pany, 42-2 ustc { 10,190, 128 F. (2d) 618 (CCA-1, 
1942). 

5 Adriance v. Higgins, 40-2 ustc { 9627, 113 
F. (2@) 1013 (CCA-2, 1940); Helvering v. United 
States Trust Company, 40-1 ustc { 9429, 111 
F. (2d) 576 (CCA-2, 1940). 

531 Byram Estate, 9 TC 1 (1947). 
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done only after litigation. Therefore, if there 
is no objection from the standpoint of state 
law or procedure, the agreement should 
specifically refer to the divorce and the de- 
cree should refer to—and perhaps incor- 
porate—the agreement. 


The next step should be to divide the 
benefits which the wife is to receive into cash 
and its equivalent, and property. The cash 
and equivalent items, if of a fixed total sum, 
should be made payable over more than a 
ten-year period, and not more than one tenth 
should be payable in any one year. If this 
is not done, the annual payments will not 
be “periodic” and will be taxed to the hus- 
band rather than to the wife. The property 
items produce no shift in the income tax 
burden, and their transfer will create gift tax 
liability in the husband unless the “con- 
sideration” is carefully spelled out, i. e., that 
the property is transferred for release from 
the obligation to support the wife—not for 
release of her future marital rights in property. 


If it is necessary under the local state law 
for the wife formally to release her marital 
rights in property of the husband, it would 
seem best that this be accomplished in a 
separate agreement and for a separate con- 
sideration. If the release of these rights is 
tied in with the general alimony settlement, 
there results not only a serious gift tax 
problem but also the probability that at the 
husband’s death the commuted alimony obli- 
gations could not be deducted for estate 
tax purposes. 


Other Considerations 


There are innumerable items which are 
secondary to the principal alimony arrange- 
ment but which nevertheless must be dealt 
with. If the income tax burden is to be 
shifted to the wife, these additional items 
should take the form of cash or its equiv- 
alent. Premium payments on life insurance 
for the wife’s benefit are best paid to the 
wife or to the trustee, and thereafter paid 
to the insurance company. Moreover, as 
additional assurance that the husband’s pre- 
mium payments be treated as alimony, the 
policies themselves should be owned by the 
wife. The use of a home for the wife is best 
accomplished by making a sum available for 
rent; but if a home is transferred to the 
wife, there results a taxable gift (reduced in 
amount if previously owned jointly), unless 
the sole consideration is the wife’s release 
of support rights. And if the income tax 
burden is to shift to the wife, but the hus- 
band undertakes reimbursement, remember 
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that the reimbursement sum itself constitutes 
additional alimony taxable to the wife. 


If possible, avoid alimony that takes the 
form of periodic distributions of insurance 
or annuity sums. These payments are fully 
taxed as alimony even though derived in 
substantial part from principal. 


It is sometimes wise to provide for addi- 
tional alimony if future conditions warrant 
an increase. But note that a voluntary in- 
crease will not shift the tax burden on the 
additional alimony; like the original alimony, 
additional alimony must also be paid pur- 
suant to a decree. Therefore, alimony in- 
creases should be conditioned upon the 
securing of an approval decree. 


The provision for support of children is a 
matter of special importance in the alimony- 
trust agreement. Of course, the divorce does 
not terminate the husband’s obligation to 
support his children, and his continued pay- 
ments for their support do not provide him 
with an income tax deduction. However, 
it is not unusual for the wife to undertake 
this support obligation when she periodically 
receives a flat amount for the support of 
both herself and the children. There being 
no allocation of the sum to be applied to 
the children’s support, the wife is taxed on 
the full amount; but the husband may 
assume the tax burden on sums to be: ex- 
pended for the children if a monetary or 
percentage allocation is written into the 
agreement. 


Where there is a large property settle- 
ment in addition to periodic alimony pay- 
ments, there results both the gift and estate 
tax problems already mentioned. A substan- 
tial property settlement usually demands as 
consideration the wife’s release of her 
marital interest in the husband’s property, 
which of itself is not a sufficient consideration 
to avoid a taxable gift. Therefore, the 
settlement should be incorporated into a de- 
cree so that a “legal judgment” results, the 
release of which does provide sufficient con- 
sideration to avoid a taxable gift. And if 
periodic alimony payments are to be a con- 
tinuing charge against the husband’s estate 
after his death, their commuted value is a 
deductible claim only if they are paid in 
exchange for the wife’s release of support 
rights or if the alimony obligation is incor- 
porated into a court decree and thus con- 
verted into a judgment obligation. 


The government and judicial views on gift 
and estate tax consequences of alimony 
transfers have been undergoing a change in 
recent years—and even in recent months. 
Because it is impossible to forecast how they 
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may further change, it is advisable to protect 
the wife against transferee liability for gift 
tax, or an apportioned liability for estate tax, 
by a specific requirement that the husband 
and his estate shall assume all liability for 
gift and estate taxes. 


When the alimony-trust agreement has 
been completed to the satisfaction of all 
parties, there remains only the residual prob- 
lem of counsel fees and other costs. The tax 
picture is greatly simplified if husband and 
wife pay their own respective costs: the 
husband’s costs are not deductible for in- 
come tax purposes;” the wife’s costs may be 
deducted as a Section 23 (a) (2) “income 
production” expense,” except to the extent 





that such costs are allocable to nontaxable 
alimony receipts.” But if, as so often occurs 
in alimony settlements, the wife’s costs are 
borne by the husband, those costs are re- 
garded as additional property settled on the 
wife, which are not deductible by the hus- 
band (they are not “periodic” over more 
than ten years), and they are subject to 
gift tax under the same rules as apply to any 
other property settlement.” 


Clearly the alimony agreement, itself the 
creature of divorce litigation, may in turn 
produce unending tax litigation unless it is 
drafted with a wary eye on tax considerations. 


[The End] 


INCOME TAXES—SOCIAL SECURITY BENEFIT PAYMENTS | 


| T IS ESTIMATED that 10,000,000 additional workers will come 
within the scope of the Federal Social Security Act and that benefit 
payments will increase, on an average, about 77% per cent. 


The employees and the self-employed now coming under the act | 
for the first time, as well as employees previously covered, will be | 
| 


interested in knowing how the states levying personal income taxes 
treat social security benefit payments—whether they are taxable or 


exempt. 


The taxable status of social security benefit payments in the states 
imposing personal income taxes is listed below: 


Alabama .... Exempt 
AsO... ......: Exempt 
Arkansas ..... . Exempt 
ae . Exempt 
SR eee ‘Taxable 
ee cSudarvioutin Exempt 
District of Columbia Exempt 
Georgia ...... .Exempt 
PS ook ss Hi iat ox Exempt 
Se eee ee Taxable 
| RES ERA I Exempt 
Kentucky Exempt 
Maryland .... Exempt 
Massachusetts ......... Taxable 


Minnesota 





% J. T. 3856, 1947-1 CB 23. 
33 Gale, cited at footnote 9. 
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Mississippi .......... Taxable | 
DONE: 5c c are yasen Exempt | 
0 eee Exempt | 
New Mexico ........... Exempt | 
ew We ok ie oe . Exempt 
North Carolina ......... Exempt | 
North Dakota .......... Exempt | 
| eee Taxable 
Oregon .Exempt 
South Carolina Exempt 
Utah ._Exempt 
IE boos S aceyes .. Exempt 
MR. b:ds-20seeutelo du Taxable 
Wren So ee BES: Exempt 











s LeMond, CCH Dec. 17,262, 13 TC 670 (1949). 
5% Loverin, CCH Dec. 16,286, 10 TC 406 (1948). 
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THE ALIMONY TAX SECTIONS 
NEED OVERHAULING 


By F. WARREN JOHNSON — Attorney, Chicago 


. . THIS ARTICLE MAKES THE POINT THAT WHEN CON- 
GRESS RE-EXAMINES THE ENTIRE CODE, SOME OF THE UN- 
FAIRNESS IN THE PRESENT TAX TREATMENT OF ALIMONY 


SHOULD STAND HIGH ON THE CORRECTION AGENDA . 


IAMESE TWINS were born recently 

in Trinidad. As. usually obtains, how- 
ever, the twins did not long survive. Oc- 
casionally they do, to become freaks in a 
side show. The individual income tax has 
its Siamese twins in the joinder of alimony 
receipts and payments for income and de- 
duction purposes for wife and husband, re- 
spectively. Singularly, this joinder has 
survived since 1942. Even so, it is nonethe- 
less unnatural, forced and synthetic, for the 
view obtaining generally, at least from 1917 
to 1942, and prevailing from the initial in- 
come tax act in 1913 was that the Supreme 
Court, by its decision in Gould v. Gould,’ 
banished divorce with support for tax pur- 


.poses. More precisely, the Supreme Court 


held that the receipt of periodical perma- 
nent alimony ($3,000 monthly) by the wife, 
Katherine Gould, under a decree for divorce 
from bed and board, was not income “aris- 
ing or accruing to her within the enact- 
ment” or under the Sixteenth Amendment.’ 
In a terse opinion, the Court held that for 
for tax purposes, neither marriage and support 
nor divorce and support constituted income of 
and to wives or deductions for husbands. 
In short, the Court left these parties as they 
were at common (state) law, on the same 
coequal plane. The Treasury Department 


£1 ustc 913, 245 U. S. 151, 158, 154, 3 S. 
ct. 3. @ lL. Ed. Si, 238, 214 GST). ‘Ths 
case, which has never been overruled, interprets 
the pristine Section 22 (a) greater-taxing 
phrase. 

2 Mertens, The Law of Federal Income Taxa- 
tion (1942), Volume 1, Section 5.23, footnotes 
93, 95, 96. Compare Buck v. McLaughlin, 
2 ustc { 685, 48 F. (2d) 135-137 (CCA-9, 1931). 
Contrast: Mahana v. U. S., 50-1 ustc { 9164, 
88 F. Supp. 285, 288 (Ct. Cls., 1950). 


Alimony 


and the 1942 Congress, however, by a new 
tax treatment, assumed to recall divorce 
with support from its banishment. New 
Sections 22(k) and 23(u) were improvised 
and added to the Internal Revenue Code by 
Section 120 of the Revenue Act of 1942. Un- 
der Sections 22(k) and 23(u), receipts of 
periodical permanent* alimony were to be 
treated as income of and to the wife and, 
correspondingly, the husband’s payments 
were to be allowable as deductions by him 
to bring further relief from surtaxes.* For 
example, under the first ruling of the Treas- 
ury Department on the new treatment,’ a 
California wife was advised that a periodical 
payment of permanent alimony coming to 
her under an interlocutory decree for divorce 
was gross income to her and, correspond- 
ingly, a deduction for her husband. 


For close to a decade, the support deduc- 
tion has occasioned much comment—not 
all of it legal. Lay writers, editors and 
social philosophers, for instance, continu- 
ally ask why, under the income tax stattites, 
divorce with support is more economical 
than marriage. There is in that question- 
ing, of course, the belief that the intact 
family unit is hard-enough pressed to hold 
its own, as reflected in the increasing divorce 
rate over the years, without adding any 


3 Permanent only in the sense that it con- 
tinues until there is a change in conditions, 
e. g., Warning v. Warning, 5 Wash. (2d) 398, 
402, 105 Pac. (2d) 715, 717 (1940). Temporary 
alimony is not covered by the tax treatment: 
Kalchthaler, CCH Dec. 15,336, 7 TC 625 (1946). 

* House of Representatives Report No. 2333, 
77th Congress, 1st Session, 1942-2 CB 372, 409. 

51. T. 3761, 1945-1 CB 76. 
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further discrimination against it in the in- 


come tax laws. A husband, for example, 
who has spent as much or more on the sup- 
port of his wife in the tax year as a divorced 
friend, derives no tax benefit from his 
achievement, whereas his divorced friend 
can take a deduction for the support pay- 
ments he has made under a decree of divorce 
or legal separation. Legally speaking, the 
comment translates well, for support paid 
pursuant to a divorce or separation decree, 
broadly, is but the equivalent of what the 
wife would be entitled to had her marriage 
continued or according to the common 
(state) law of what she would be entitled 
to based on her husband’s pecuniary ability 
and social standing.’ In decisions of the 
Supreme Court which integrated state and 
federal law for the item, the divorce decree 
merely made or makes that general continu- 
ing support specific.’ A corresponding per- 
centage deduction for married husbands, 
moreover, is a legal possibility.* 


“The term ‘alimony’ in its broad sense means 
support to which the wife or children are en- 
titled on account of the misconduct and neglect 
of the husband and father.”® (Italics sup- 
plied.) Accordingly, a further discrimina- 
tion in the tax treatment is apparent. A 
married wife is never charged with taxable 
income in the support received during cov- 
erture; still a wife whose marriage termi- 
nates or ends in a legal separation without 
fault of her own is charged with taxable 
income in the portion of her husband’s in- 
come or earnings which the state law, 


6 Stillman v. Stillman, 99 Ill. 196, 201-202 
(1881), disclosing rule at early common law; 
Hill v. Commissioner, 37-1 ustc { 9186, 88 F. 
(2d) 941, 944 (CCA-8, 1937). Compare: Alsop 
v. Commissioner, 37-2 ustc { 9469, 92 F. (2d) 
148-149 (CCA-3, 1937), cert. den. 302 U. S. 76%, 
58 S. Ct. 480 (1938); Jones, CCH Dec. 13,224, 
1 TC 1207, 1211 (1943). 

™ Douglas v. Willcuts, 36-1 ustc { 9002, 296 
U. S. 1, 8, 9, 10, 56 S. Ct. 59, 62, 63, 80 L. Ed. 
3, 8, 9, 10 (1935); Gould v. Gould, footnote 1; 
Audubon v. Shufeldt, 181 U. S. 575, 577, 578, 
21 S. Ct. 735, 736, 45 L. Ed. 1009, 1010 (1901). 

8 Wilson v. Wilson, 102 Ill. 297, 300-301 (1882); 
Turner v. Ewald, 290 Ky. 833, 845, 162 S. W. 
(2d) 181, 186 (1942). 

® Bucknam v. Bucknam, 176 Mass. 229-231, 57 
N. E. 343, 344 (1900). 

1° Kraunz v. Kraunz, 293 N. Y. 152, 56 N. E. 
(2d) 90-92 (1944); Jacobs v. Jacobs, 328 Ill. 
App. 133, 65 N. E. (2d) 588, 592 (1946). Each 
of these cases directed an increase in alimony 
awarded to offset the diminution in support 
effected by the new imposition. Compare Com- 
missioner v. Murray, 49-1 ustc { 9285, 174 F. 
(2d) 816, 818 (CCA-2, 1949). See Audubon v. 
Shufeldt, footnote 7, concerning province of 
state divorce courts. 

11 New Colonial Ice Company v. Helvering, 
4 ustc § 1292, 292 U. S. 435, 440, 54 S. Ct. 788, 
790, 78 L. Ed. 1348, 1352 (1934); Douglas v. 
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through the state divorce judge, has allo- 
cated or assigned to her or may allocate or 
assign to her for her support.” 


It does not seem necessary either that the 
deduction for alimony payments for divorced 
husbands must be founded upon a prior treat- 
ment of the alimony receipts as taxable 
income to their wives, because any income 
tax deduction is a matter only of legislative 
“grace’—even a special deduction.” The 
technique of the deduction in this respect, 
then, seems not only indirect and absurd 
but potentially dangerous for the very de- 
duction improvised, for if the Supreme 
Court should have occasion to re-examine 
Gould v. Gould, as it did in 1935 in Douglas 
v. Willcuts,* for instance, and, as there, re- 
affirm it, obviously, to paraphrase an expres- 
sion from the Supreme Court, “the deduction 
tail shall go with the income hide.”™ A 
forthright and independent deduction for 
the payments under the authorities men- 
tioned, however, would not have jeopardized 
it, although the discrimination against mar- 
ried husbands would have been more apparent. 


In view of the foregoing discriminations 
as to taxpayers and the absurdities men- 
tioned or referred to," a criticism of the in- 
come tax division offered contemporaneously 
with the tax treatment by Professor Irving 
Fisher in the preface to Constructive In- 
come might well cover the tax treatment: 
“And a most astonishing fact concerning 
present tax laws is the complacency with 
which their injustices and absurdities are 
accepted.” 


Commissioner, 44-1 ustc { 9326, 322 U. S. 275, 
280, 64 S. Ct. 988, 992, 88 L. Ed. 1271, 1277 
(1944) (depletion); James F. Waters, Inc. Vv. 
Commissioner, 47-1 ustc 5909, 160 F. (2d) 596, 
598 (CCA-9, 1947), cert. den. 332 U. S. 767 (1947). 

122 Footnote 7. 

13 Hstin v. Estin, 334 U. S. 541, 544, 68 S. Ct. 
1213, 1216, 92 L. Ed. 1561, 1566 (1948), aff’g 
296 N. Y. 308, 73 N. E. (2d) 113. 

144Since both temporary and permanent ali- 
mony have the same origin, content and pur- 
pose (marriage and support), the classifica- 
tion for tax is arbitrary: Spencer, CCH Dec. 
6135, 20 BTA 58, 65-68 (1930). Again, under the 
authorities for unmodified Section 24 (a) (1) of 
the Code, alimony is considered to be a non- 
deductible personal or family expense: Long- 
year v. Helvering, 35-1 ustc { 9221, 77 F. (2d) 
116, 118-119 (CA of D. C., 1935), adhered to in 
Buchanan v. U. 8., 47-2 ustc { 9382, 164 F. 
(2d) 710, 711, 712 (CA of D. C., 1947); Van 
Den Bosch, CCH Dec. 7674, 26 BTA 679, 682 
(1932). Under Section 51 of the Code relating to 
“income splitting’’ by husband and wife, as 
provided by the Revenue Act of 1948, a legally 
Separated husband ‘‘shall not be considered as 
married,’’ although his legal status is that of a 
married man. Moreover, the tax treatment did 
not anticipate the fact that state divorce courts 
could offset the tax as to wife taxpayers by 
increasing allowances. Footnotes 10, 28. 
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Assignment of Income 


A disclaimer of the tax treatment by a 
subsequent Congress would seem a more 
natural reaction to it than its continued ac- 
ceptance, because the treatment successfully 
superimposes an assignment of income for 
tax purposes upon the whole of the revenue 
acts. The general presumption has always 
been that this could not be done success- 
fully, for as the late Justice Holmes stated 
in Lucas v. Earl, the revenue acts prohibit 
all arrangements whereby “the fruits are 
attributed to a different tree from that on 
which they grew,” ” to cut down the tax, so 
to speak. In the divorce with support situ- 
ation, moreover, the Court in Gould v. Gould 
spoke in the same tenor, only earlier. In 
so doing, the Gould case took its lead from 
Audubon v. Shufeldt.* The Shufeldt deci- 
sion first integrated the state and federal 
law of the alimony item for the Bankruptcy 
Act. It declined to permit the discharge 
of alimony as a debt in a husband’s bank- 
ruptcy action for its extinguishment. The 
gist of the Gould and Shufeldt cases is that 
permanent alimony is to be regarded as a 
portion of the husband’s estate to which the 
wife is equitably entitled and that alimony 
paid from time to time may be regarded as 
a portion of his current income or earnings. 
The same doctrine contained in Lucas vw. 
Earl, above, was employed in Commissioner 
v. Harmon to render ineffective for federal 
tax purposes the first or elective community 
property law of Oklahoma. The Commis- 
sioner of Internal Revenue was sustained in 
the Supreme Court on the ground that the 
taxpayer was taxable on all of the income 
derived from his earnings and his separate 
property. The Court said: “Under Lucas v. 
Earl an assignment of income to be earned 
or to accrue in the future, even though au- 
thorized by state law and irrevocable in char- 
acter, is ineffective to render income immune 
from taxation as that of the assignor.”™ 


Fictitious Income of Wife 


There is in the tax treatment then, a 
paradox in the assignment of income for 
tax purposes superimposed upon the whole 
of the revenue acts. Be it thus insofar as 
divorced husbands are affected favorably. 





%2 ustc { 496, 281 U. S. 111, 115, 50 S. Ct. 
241, 74 L. Ed. 731, 733 (1930). 

16 Footnote 7. 

1744-2 ustc {§ 9515, 323 U. S. 44, 46, 53, 65 
S. Ct. 103, 104, 107, 89 L. Ed. 60, 62, 66 (1944), 
rehearing den. 65 S. Ct. 310 (1944). 

18 Senate Report No. 1631, 77th Congress, 2d 
Session, 1942-2 CB 504, 568. 
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The attempt “to treat” alimony receipts or 
income assigned by operation of state law 
as income to the wife for the tax can meet, 
however, with strong opposition. In this 
respect, the affable Senate in 1942 through 
its Committee on Finance, in accepting the 
tax treatment as proposed, reported in the 
cant that is tax language: “These amend- 
ments [addition of Sections 22(k) and 
23(u), above] are intended ‘to treat’ such 
payments as income to the spouse actually 
receiving them and to relieve the 
other spouse from the tax burden.”* On 
the other hand, as stated in Helvering v. City 
Bank Farmers Trust Company, “There are, 
however, limits to the power of Congress to 
create a fictitious status under the guise of 
supposed necessity. In the same 
category falls a statute seeking to tax the 
separate income of the wife as income of 
her husband.” ” Likewise prohibited by prin- 
ciple is a statute seeking to tax the separate 
income of a husband as income of his wife, 
because, as stated in Hoeper v. Tax Com- 
mission, “That which is not in fact the tax- 
payer’s income cannot be made such by 
calling it income.” ” : 


Typical Alimony Receiver 
in Lower Income Group 


Factually considered, there was no basis 
for the tax treatment. House Report 
No. 2333," on the 1942 Revenue Bill and 
Act related the only pseudo substance of the 
treatment. As Report No. 2333 stated the 
case, “existing law,” as indicated by Gould 
v. Gould, did not recognize income to wives 
for tax purposes in support receipts nor a 
deduction for husbands in the payments, and 
higher income taxes were to come with the 
1942 Revenue Bill and Act because a big 
war was on. In consequence, Report 
No. 2333 further argued, many husbands 
currently making large alimony and separate 
maintenance payments, were the tax treat- 
ment not changed around, would not have 
sufficient income left after making such pay- 
ments to meet their tax obligations. As- 
sumedly then, many divorced and legally 
separated wives were receiving large alimony 
or support sums. Therefore, the report 
recommended that periodical payments of 


19 36-1 ustc f 9001, 296 U. S. 85, 92, 56 S. Ct. 
70, 73-74, 80 L. Ed. 62, 68 (1935), rehearing 
den. 56 S. Ct. 303 (1935). 

20284 U. S. 206. 215, 52 S. Ct. 120, 122, 76 
L. Ed. 248, 251 (1931). 

2 Footnote 4. 




































































































































permanent alimony be treated as taxable 
income of the receiving wife and as a deduc- 
tion for the divorced or legally separated 
husband in furtherance of the latter’s sur- 
tax relief. Thus, Congress obliged with the 
new Sections 22(k) and 23(u), above. On 
the other hand, the many women to be ad- 
versely affected by the changed tax treat- 
ment were not, as a matter of fact, in the 
higher brackets of income. A recent sum- 
mary of thirty years of experience of the 
Detroit and Wayne County courts with 
divorce, separate maintenance and annul- 
ment cases revealed that most husbands and 
wives were from the lower income groups 
and had no reserve savings or income from 
investments; further, there were minor chil- 
dren in forty-seven per cent of the suits 
filed. The summary stated further that the 
mother and children relied upon the hus- 
band and father for support and that in 
the great majority of cases, he recognized 
his responsibility and contributed to the 
limit of his capacity.” The same percentage 
of minor children was reported for similar 
cases in Maryland.* Figures compiled for 
the ill-fated -1947 Tax Reduction Bill are 
illuminating. House Report No. 180 on 
House Bill No. 1 disclosed that the net in- 
come classes of $0 to $5,000 embraced 
ninety-six per cent of the individual tax- 
payers or forty-four million out of forty-six 
million taxpayers (Tables III and VIII). 
House Report No. 180 also stated (page 8) 
that “The rise in the cost of living of 54 per 
cent since 1939 emphasizes the special need 
for a tax reduction in the lower income 
group.” As a matter of fact, then, most 
divorced wives in 1942 needed and still need 
the ancient exemption of alimony or sup- 
port receipts about as much as their hus- 
bands do the newer deduction thereof. 
Some examples follow. ‘ 


The case of Moitoret* was an early and 
leading case under the new tax treatment. 
The wife and husband separated in 1939 un- 
der an agreement which, as it read, pro- 
vided for the support of the wife and four 


2 Edward Pokorney, ‘‘Friend of the Court,’’ 
15 Detroit Lawyer 11, 12 (1947). The summary 
also disclosed that with the increasing divorce 
rate, unsegregated alimony and allowances for 
children rose from $110,000 in 1919 to over 
$5,000,000 in 1946, with segregation of amounts 
indicated for later Michigan procedure. Again, 
in 1942, 90.5 per cent of the families and single 
consumers were on the $0 to $5,000 money- 
income level (Statistical Abstract of United 
States (1949), Table No. 328, p. 289). 

2% Fishbein-Burgess, Successful Marriage 
(1947), p. 469, footnote 18. 

2#CCH Dec. 15,352, 7 TC 640 (1946). Accord: 
Chapin, CCH Dec. 15,947(M), 6 TCM 882 (1947). 
However, the husband-father is allowed no de- 
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minor children. The agreement was adopted 
by 1941-1942 divorce decrees (Washington). 
Unfortunately, the decrees did not specify 
(as might be understood for pre-1942 times) 
the portion of the support which was for the 
minor children. Therefore, the court, by 
statute and regulation, was required to in- 
clude the whole amount of the $3,000 ($250 
monthly) received in her gross income. A 
contention on her part that she had not 
wanted any of the money and that it had 
been paid to her solely for the children 
went unavailing. Here, moreover, an ob- 
servation once made by the Tax Court is 
apropos: “the care of the children was of 
as much interest to petitioner as to his wife, 
so that petitioner’s agreement to provide 
generously for them cannot be assumed to 
be a concession made for the benefit of the 
wife.” * Again, in Tuckie G. Hesse,* the tax- 
payer was married in 1914, separated in 
1933 and divorced in the absolute in 1936. 
At the time, there were two minor children. 
Although the law of Pennsylvania provided 
for support only upon limited divorce, a 
written agreement could validly remedy the 
statutory inadequacy. Accordingly, under 
the tax treatment, the $300 monthly that she 
received personally, under the written agree- 
ment incident to the absolute divorce, was 
includible in her gross income. Her hus- 
band’s case was heard about the same time. 
He had remarried in 1936, was divorced 
again in 1943 and paid additional alimony 
under a similar agreement. In Frank M. 
Hesse,” he was held entitled to cumulative 
deductions for support payments to both wives. 


Subsidy for Divorce 


Patently, the financial condition of a 
divorcing husband may allow absorption of 
the income tax on alimony arranged for the 
wife upon a net-after-taxes basis which will 
not exhaust the boon in the deduction; fur- 
ther, the 1942 Congress must be taken, as 
has been said, as having intended by the tax 
treatment a “sharing of alimony costs by the 
government.” * The governmental sharing 


duction for amounts fairly specified for his 
children’s support: Budd v. Commissioner, 47-2 
ustc { 9302, 177 F. (2d) 198 (CCA-6, 1947), aff’g 
CCH Dec. 15,295, 7 TC 413, 417 (1946); Regula- 
tions 111, Section 29.22 (k)-1 (1943). 

% Rouse, CCH Dec. 15,126, 6 TC 808, 913 
(1946). 

26 CCH Dec. 15,367, 7 TC 700 (1946). Compare: 
Cox v. Commissioner, 49-2 ustc { 9369, 176 F. 
(2d) 226, 229-230 (CA-3, 1949). 

27CCH Dec. 15,376(M), 5 TCM 781 (1946). 

28 Maurice H. Rich, ‘‘Recent Cases and Trends 
Involving the Alimony Deduction,’’ Proceedings 
of New York University Sixth Annual Institute 
on Federal Taxation (1948), pp. 1088, 1089-90. 
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of costs in underwriting, for example, a 
grower of grain or fruits or potatoes is a 
subsidy, and there is no less than a subsidy 
for divorce with large support consequences 
and to the prejudice of marriage in the cur- 
rent tax treatment. 


Rights Substitute and Loss Offset 


When the substance of the divorce with 
support event is considered, the tax treat- 
ment is found to be the antithesis of sound 
taxing theory and technique, nor shall a 
loose taxing concept that any periodical re- 
ceipt constitutes taxable income prove ade- 
quate. Judge Clark stated the latter theory 
with good humor but no less pointedly in 
Union Trust Company of Pittsburgh v. Com- 
missioner: “To the tax collector all receipts 
are income. An exception to even his en- 
thusiasm used to be but no longer prevails. 
It is amusingly put by an English writer: 
‘Pure acts of grace and favor, the outcome 
of goodness of heart, perhaps done at the 
time of rejoicing should not be taxed’.””™ 
However, long before Congress acquired 
the Midas touch, alimony allowances had 
nonincome content. If the substance of the 
divorce with support event be examined 
carefully, this status remains. For example, 
in 1890 a California court ® analyzed, under 
the Code, a periodical allowance upon 
divorce not for the fault of the wife. These 
were its components: the allowance rested 
on an obligation to support; it was a substi- 
tute for interest in community property or 
right of inheritance or dower; the allowance 
was in part compensation for deprivation 
growing out of the husband’s wrong; the 
marriage relation gave the wife the right to 
share in the fruits and accumulations of her 
husband’s skill until his wrong, which forced 
severance of the marriage relation, caused 
her to lose this benefit. Hence, she was 
entitled to compensation for injury and dam- 
age. After the income tax statutes were en- 
acted, it was held, in Spencer,™ that alimony 
trust income which represented dower sur- 








rendered upon divorce was not taxable in- 
come of the wife. An award in a breach of 
promise suit was also not deemed to be tax- 
able income, because it represented damages, 
as found by a jury, for the injured party’s 
mortification, pain and distress of mind, the 
loss of social standing, the loss of benefits 
that might have been derived from the union, 
including the station to which the aggrieved 
party would have advanced through mar- 
riage, and the loss of a permanent home and 
worldly advantages.” Clearly, all of the ele- 
ments of damages just mentioned, without 
more, are present in divorce with support 
not for the fault of the wife. 


Recognition of “incidences of marriage” 
that was given lately by the Supreme Court 
in Estin v. Estin,® moreover, looked to the 
substance of the event for decision. An 
ex parte divorce in Nevada was denied the 
force to destroy all the incidences of mar- 
riage. A New York judgment for an arrear- 
age in alimony under a decree for separation 
represented a property interest to be pro- 
tected. Some. state court cases compare 
favorably. In the early Tennessee case of 
Richardson v. Wilson, a temperamental wife 
left the abode of her husband, a Colonel 
Wilson. He abruptly procured a divorce 
from the legislature. An equity court, how- 
ever, on an independent bill in equity, made 
her an annual allowance which was sustained 
on review. The argument noted that Judge 
Story had discussed the contract base of 
marriage in the Dartmouth College case.” 
Apropos were the remarks of the court: 
“The relation which exists by the contract 
of marriage creates rights and vests them in 
the parties, which the courts in all civilized 
countries consider sacred.”* Further, in 
community property states, under Poe v. 
Seaborn,® one half of the community income 
and no less is vested in the wife for tax 
purposes. Such is the effect of marriage in 
that law.” Not inappropriate in the same 
connection was an observation made by Jus- 
tices Black and Douglas in their dissent in 
Commissioner v. Harmon, above: “Com- 


29 40-2 ustc J 9689, 115 F. (2d) 86, 87 (CCA-3, 


1940), cert. den. 61 S. Ct. 741 (1940). In the 
equivalence of support of coverture and divorce, 
moreover, there is no increase in net worth dur- 
ing the taxable year to meet the technical defi- 
nition of taxable income. Compare: Hawkins, 
CCH Dec. 2390, 6 BTA 1023, 1024-1025 (1927). 
Contrast: Mahana v. U. 8., footnote 2 (the 
employment of the word ‘‘income’’ as in com- 
mon speech and usage). 

3 Hx parte Spencer, 83 Cal. 460, 463-465, 23 
Pac. 395-397 (1890). 

31 CCH Dec. 6135, 20 BTA 58, 65-68 (1930). 

32 McDonald, CCH Dec. 3333, 9 BTA 1340-1342 
(1928). For both the failure to attain and 
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retain the married status, under the decisions 
so far cited, there are also breaches of contract 
sounding in tort with resulting injury and dam- 
age requiring compensation. 

33 Footnote 13. 

314 Wheat. 518, 695-696, 4 L. Ed. 629, 673-674 
(1819). 

3% 8 Yerg. 67, 78 (Tenn., 1835). See note to 
Thones v. Thones, 203 S. W. (2d) 597 (Tenn., 
1947), 34 Virginia Law Review 86 (1948). 

%*2 ustc § 611, 282 U. S. 101, 109, 51 S. Ct. 
58, 75 L. Ed. 239, 243 (1930). 

7 Allen C. Steere, ‘‘An Introduction to the 
Law of Community Property,’’ 23 Indiana Law 
Journal 34, 38 (1947). 
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munity property created by marriage is the 
effect of a contract.”™ Again, in an early 
Nebraska case, Cochran v. Cochran.™ in 
equity, a Wisconsin wife was given an award 
because her husband had come _ into 
Nebraska and procured an illegal ex parte 
divorce. The court said that the law of the 
land made it the legal duty of the husband 
to support the wife and children and no de- 
cree should work a fraud on the pecuniary 
rights of the wife. In Herrscher,” the Board 
of Tax Appeals, collecting the authorities 
upon the subject, held that a sum received 
in compromise of claims and demands in a 
divorce action was not taxable income to 
the wife because the amount represented the 
wife’s “marital” rights (California). 


In all of the foregoing instances, it fairly 
may be said that no income was derived 
in the amounts received by the women tax- 
payers, because as noted in the recoupment 
of loss case of Clark: “The theory of those 
cases is that recoupment on account of such 
losses is not income, since it is not ‘derived 
from capital, labor or both combined’.”“ 
This definition of taxable income, moreover, 
has long served the government in collect- 
ing income taxes or, at times, in defeating 
credit for taxes paid. The definition was so 
employed in Keasbey & Mattison v. Rothen- 
sies when the Court of Appeals for the Third 
Circuit said: “The defined concept of in- 
come has been uniformly restricted to a gain 
realized or a profit derived from capital, 
labor or both.”.* Further weight to an 
argument that alimony receipts are not tax- 
able income is added by the decision of the 
Court of Appeals for the Ninth Circuit in 
Buck v. McLaughlin. The case arose under 
an earlier counterpart of the ever-present 
Section 22(a) phrase contained in all the 
revenue acts and the Internal Revenue Code, 





which states that “income derived from any 
source whatever” is to be included in the 
measure of the tax. By way of analogy to 
alimony as support, a monthly allowance to 
a widow for support during the adminis- 
tration of her deceased husband’s estate 
(California) was held “not income within 
the meaning of that term as used in the 
Constitution and the laws of Congress, as 
interpreted by our Supreme Court.” “ 


Departure in Alimony 
Trust Income Taxation 


There was no doubt that, until 1940 at 
least, as said in Hyde: “It is now settled 
beyond controversy that an amount received 
by a divorced woman as alimony or in lieu 
of alimony is not taxable income.” “ At the 
same time, however, a latent danger to the 
premise was close by in the decision of 
Helvering v. Fitch“ With it and _ three 
satellites ““ which appeared in the period 
1940-1942, alimony trust income taxation 
completely disintegrated as to principle. 
For instance, in 1937, as the complement of 
Douglas v. Willcuts (1935), the Supreme 
Court, in speaking of the taxability of 
trust income in Blair v. Commissioner, 
stated: “In the instant case, the tax is upon 
income as to which, in the general application 
of the revenue acts, the tax liability attaches 
to ownership.” (Italics supplied.) Yet, in 
1940, this ownership-of-income principle was 
departed from with Mr. Justice Reed alone 
dissenting in Helvering v. Fuller: “The 
opinion of the Court is made to turn upon 
the question of whether the law of the tax- 
payer’s residence withdraws divorce settle- 
ments from the continuing supervision and 





% Footnote 17. 


39 42 Neb. 612, 619, 60 N. W. 942, 944 (1894). 
Compare, on equity powers in divorce suits: 
Halmu v. Halmu, 247 Wis. 124, 132, 19 N. W. 
(2d) 317, 320 (1945). 

#CCH Dec. 10,688-A (1939). Periodical ali- 
mony may be transmuted into a lump-sum 
award for the wife’s ‘‘maintenance’’ as the 
better state policy: Winslow v. Winslow, 133 
Tenn. 663, 182 S. W. 241 (1915). Accord: Tur- 
ner v. Ewald, 290 Ky. 833, 844-845, 162 S. W. 
(2d) 181, 186 (1942). The lump sum awarded 
is new capital in Alabama: Smith v. Smith, 
45 Ala. 264, 268 (1871). Under the tax treat- 
ment, however, a nonperiodical payment is 
mechanically, not intrinsically, nontaxable in- 
come to the wife and, therefore, not allowable 
as a deduction for her husband: Loverin, CCH 
Dec. 16,286, 10 TC 406 (1948); Casey, CCH Dec. 
16,806, 12 TC 224, 226 (1949). 


41CCH Dec. 10,788, 40 BTA 333, 335 (1939). 


42 43-1 ustc {| 9295, 133 F. (2d) 894, 897 (CCA-3, 
1943). 
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482 ustc { 685, 48 F. (2d) 135-137 (CCA-9, 
1931). Contrast: Mahana v. U. 8., footnote 2. 


“CCH Dec. 11,310, 42 BTA 738, 744 (1940). 


# 40-1 ustc { 9209, 309 U. S. 149, 151-152, 156, 
60 S. Ct. 427, 429-430, 84 L. Ed. 665-667, 669-670 
(1940). It is to be observed later that, taxwise, 
this decision telescoped a decree for alimony 
alone and a decree upon divorce which effected 
a property division incorporating trust income 
features. 

“ Helvering v. Fuller, 40-1 ustc { 9419, 310 
U. S. 69, 73, 76-77, 60 S. Ct. 784, 786, 788, 84 L. 
Ed. 1082, 1086 (1940); Helvering v. Leonard, 40-1 
ustc { 9420, 310 U. S. 80, 60 S. Ct. 780, 84 L. Ed. 
1087, 1091 (1940); Pearce v. Commissioner, 42-1 
ustc {| 9327, 315 U. S. 543, 547, 62 S. Ct. 754, 756, 
86 L. Ed. 1016, 1019 (1942). See the able dis- 
cussion of the four Fitch-type cases in Buchanan 
v. U. 8., footnote 14, per Prettyman, J. 


37-1 ustc { 9083, 300 U. S. 5, 11-15, 57 S. Ct. 
330, 333, 81 L. Ed. 465, 470-472 (1937). 
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subsequent modification of the courts. : 
If the obligation continues, the tax liability 
continues. If the obligation is ended, the 
tax liability is ended. In Douglas v. Willcuts, 
continued liability existed. It does not seem 
to me, however, that this continuing liability 
was the real basis for the Douglas decision. 
The basis for that decision was the prior 
appropriation, by the creation of a trust, of 
future income to meet an obligation of 
the taxpayer.” * 


Significantly, in the major Douglas v. 
Willcuts decision, the effect of a decree for 
alimony merely was passed on taxwise, and 
the Court found that there was presented a 
simple substitution of trust income for the 
more common periodical payments of ali- 
mony such as was exemplified by Gould v. 
Gould, above. At the same time, trusts 
purely for the support of estranged wives 
were in existence. Again, a property divi- 
sion between spouses upon divorce was not 
uncommon practice. Naturally, therefore, 
from time to time such a support trust be- 
came part of a proper division between 
spouses upon divorce with the property divi- 
sion decree having the effect, particularly, 
of terminating the husband’s obligation of 
support owing his wife. Moreover, under 
the latter type of decree, the divorced wife 
became vested with an equitable interest in 
the corpus of the prior support trust so as 
to become the beneficial owner of the trust 
income and subject to income tax thereon 
within the purview of the Blair decision 
above.” In the first instance, Mrs. Douglas 
remained exempt from tax on the support 
moneys, in accordance with the Gould deci- 
sion, but Mr. Douglas was held taxable on 
the trust income she received, because he 
had the benefit of it to discharge or fulfill 
an obligation of support which continued 
merely under a decree for alimony. Under 
a decree for divorce and property division, 
however, logically only the divorced wife 
could be the owner of the income derived 
from the prior support trust in the prop- 
erty division and extinguishment of support 
obligation effected. Hence, the rule of the 
Douglas case concerning constructive re- 
ceipt of taxable income was not the appro- 
priate rule taxwise in the property division 
instances. Unfortunately the decision in 


48 Footnote 46. In general American law, the 
support obligation (revisable) continues after a 
divorce for the fault of the husband (19 Corpus 
Juris 203). On the other hand, a decree making 
a division of real and personal property be- 
tween the parties is unmodifiable after term 
time (19 Corpus Juris 339) except for fraud 
or mistake. 


Alimony 


Helvering v. Fitch, above, assumed that the 
rule of Douglas v. Willcuts holding alimony- 
trust income to be the husband-grantor’s for 
tax purposes applied to both types of 
divorce decrees. 


Out of the indiscriminate application of 
the Douglas v. Willcuts decision and its sim- 
ple doctrine of constructive receipt of in- 
come for the tax, the Court, in Helvering 
v. Fitch, improvised a substitute “continuing- 
obligation” test of taxability of alimony- 
trust income. Its curious origin will be 
noted in more detail. Briefly, under this 
substituted rule, if in the divorce settlement 
any obligation however remote remained in 
the husband-grantor, such as a contract 
obligation to maintain the integrity of the 
trust fund provided for the divorced wife, 
the receipts from that fund were to be in- 
cluded in his taxable income. The substi- 
tuted rule came to fruition in 1942 in Pearce 
v. Commissioner. Moreover, this decision 
had much to do with the enactment of pres- 
ent Code Section 171. Josephine Pearce 
separated from her husband in 1913, and 
he set up a support trust providing $350 
monthly for her support. Amicably, in 1917, 
she took an absolute divorce in Texas and 
an annuity for life of $500 monthly. His 
trust assets were given back to him free 
and clear, and, also, he was deemed under 
no further duty to provide for her support. 
Neither of the parties in the tax years 1935 
and 1936 returned the annuity receipts as 
taxable income. The Commissioner of In- 
ternal Revenue assessed deficiencies against 
both and then elected to proceed against her 
for the tax. In the Supreme Court, it was 
held, in short, that since there was no con- 
tinuing obligation on him to support her 
after the Texas decree, he was not taxable 
on the annuity income. Assumedly, how- 
ever, someone had to be liable for the tax, 
and, according to the Court, it was Mrs. 
Pearce. It was not too satisfied with the 
continuing-obligation test of taxability, how- 
ever, and sensed in it the fact that it had 
a bear by the tail, for the opinion also said: 
“But the rule they [Fitch cases] express sup- 
plies the criteria for determining, in the 
absence of a different statutory formula, 
whether payments received by the ex-wife 
are properly taxable to her or to her 


4 Seemingly, Commissioner v. Tuttle, 37-1 ustc 
7 9215, 89 F. (2d) 112-114 (CCA-6, 1937), with- 
out reference to the contemporary Blair decision 
in the Supreme Court, suggested the negative 
approach to taxability of the wife with alimony- 
trust income through superficial differentiations 
from Douglas v. Willcuts (footnote 7). 
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divorced husband.” (Italics supplied.) 
Happily or not, in the evolution of alimony- 
trust income taxation, Congress quickly 
came to the Court’s rescue and introduced 
Section 171 into the Code to end the so- 
called “continuing-obligation” test of tax- 
ability of trust income on divorce. 


Trust Income on Divorce— 
Decree for Alimony 


Section 171™ provides that (a) income 
that a divorced and legally separated wife 
is entitled to receive from any trust shall 
be included in her gross income, and such 
income shall not be included in the gross 
income of‘her husband under any other sec- 
tion (inferentially, Section 22(a)) and “(b) 

the wife described in section 22(k) 
or subdivision (a) of this section , 
shall be considered as the beneficiary speci- 
fied in this supplement. . As has 
been said: “Under this section the general 
rule is set up that such payments are to be 
included in the gross income of the re- 
cipient spouse.” ™ 


It is submitted that the new general rule 
just mentioned marks a regression in in- 
come taxation that legal history is against 
it and that, moreover, the provision is largely 
useless because of existing older and more 
effective sections of the Code. In fact, the 
notion that a divorced wife is the beneficiary 
of trust income set up to pay alimony or 
support merely under a decree for alimony 
was before the courts earlier and met re- 
jection as being unsound under reason and 
authority. In this connection, Spencer is the 
starting case. Income from a so-called ali- 
mony trust was provided in lieu of alimony 


or support that the divorce court otherwise, 


would have awarded petitioner and child 
and which would have been exempt to the 
wife under Gould v. Gould. In seeking to 
have the divorced wife taxed with income 
in the amounts received from the trust, the 


5% Footnote 46; Burton, CCH Dec. 13,211, 1 TC 
1198, 1200 (1943). A simpler and fairer solution, 
however, seemed possible for the Pearce case, 
for the Pearce husband and wife valued her sup- 
port rights in the amount of the annuity. The 
rights rested basically in contract. Therefore, 
under Burnet v. Logan, 2 ustc { 736, 283 U. S. 
404, 413, 51 S. Ct. 550, 552-553, 75 L. Ed. 1143 
(1931), she had no taxable income in the an- 
nuity receipts until her capital was recovered. 
In the meantime, the government collected its 
income tax from Mr. Pearce, because under 
Gould v. Gould and Longyear v. Helvering 
(footnotes 1, 14), he could take no deduction 
for the premiums paid to produce his wife’s 
support moneys. Compare: Commissioner v. 
Mesta, 41-2 ustc { 9768, 123 F. (2d) 986, 988 


Commissioner contended that broad provi- 
sions of earlier acts made taxable to the 
beneficiary all amounts representing income 
under the trust and that the purpose of the 
trust could not be looked to because “the 
requirement of those sections was satisfied 
when it is merely found that a trust exists 
and there are payments periodically of its in- 
come to such beneficiary.”™ (Italics sup- 
plied.) The Board of Tax Appeals held 
otherwise. It noted that the true beneficiary 
of the trust income was the husband, be- 
cause he had the benefit of the income to 
discharge or fulfill an obligation of support. 


Constructive Receipt 


The true beneficiary view, of course, sug- 
gests the older doctrine of “constructive re- 
ceipt” of income through application of 
income to the discharge of indebtedness or 
an obligation.” The same doctrine, no less, 
was recently approved by the Supreme Court 
in Commissioner v. Jacobson®™ together with 
Douglas v. Willcuts, above, and its predeces- 
sors in their uncorrupted text.” Perhaps 
Glendinning v. Commissioner shows the same 
principle more clearly. A husband taxpayer 
was ordered by a domestic relations court 
to pay a designated sum to his wife. A 
trust was created as an express substitute 
for the court order. A portion of the trust 
income was to be paid to the wife notwith- 
standing the fact that a divorce was granted. 
The law of Pennsylvania did not obligate a 
husband to pay alimony on a divorce abso- 
lute, but the law did uphold an agreement 
by the husband to do so. Both the Com- 
missioner of Internal Revenue and the 
Board of Tax Appeals were upheld by the 
Court of Appeals for the Third Circuit for 
including the income from the trust paid 
after the divorce to the wife in the husband’s 
taxable income. The court said: “The dis- 
tinction is that the income from a gift is 
the income of the donee but the income from 
a trust fund put up to meet an obligation of 





(CCA-3, 1941), cert. den. 316 U. S. 695, 62 
S. Ct. 1290 (1942). 

51 Added to the Code by Section 120 (c), Reve- 
nue Act of 1942. 

52 Young v. Hassett, 68 F. Supp. 943-945 (DC 
Mass., 1946). Accord: Mahana v. U. S8., foot- 
note 2. 

53 Footnote 31. 

54 Old Colony Trust Company v. Commissioner, 
1 ustc § 408, 279 U. S. 716, 729, 49 S. Ct. 499, 
504, 73 L. Ed. 918, 927 (1929); U. S. v. Boston & 
Maine Railroad Company, 1 ustc { 407, 279 U. S. 
732, 734, 49 S. Ct. 505, 73 L. Ed. 929-930 (1929). 

55 49-1 ustc { 9133, 336 U. S. 28, 69 S. Ct. 358, 
93 L. Ed. 297, 302-303, footnote 5 (1949). 

56 Footnote 59. 


924 October, 1950 © TAX ES—The Tax Magazine 








t 
d 
v 
t 





id 


e- 
tO 


he 





the creator of the trust, is the income of the 
debtor. The income of the trust fund 
was here the income of the donor paid over 
to the wife by his direction.” “ 


The doctrine of constructive receipt of in- 
come is uniformly identified with Douglas v. 
Willcuts. Under the facts in this case, the 
husband, three days before an entry of a 
decree for alimony, set up a trust to pay it 
by depositing securities and providing for 
further delivery of property from his father’s 
estate. As it was incident to a decree for 
alimony, the trust naturally was to terminate 
at the death of the wife. The principal was 
then to revert to the husband or his suc- 
cessors.™ The declared purpose of the trust 
was to pay the wife $15,000 annually for a 
period and then $25,000 annually, with de- 
ficiencies in income to be made up from 
principal if necessary. Excess annual in- 
come was to be paid over to the husband. 
The decree, in addition to dissolving the 
marriage, provided for and sanctioned this 
trust agreement. The wife agreed that the 
payments were to be in lieu of alimony, 
rights and statutory interests. The income 
thus segregated and, as the Supreme Court 
held, paid in the discharge or fulfillment of 
the husband’s support obligation, was in- 
come constructively received by him, for 
tax purposes, under the greater taxing 
phrase of Section 22(a), above, which was 
within the constitutional power of Congress 
to provide. In the course of the opinion, 
the Court also said: “Amounts paid to a 
divorced wife under a decree for alimony 
are not regarded as the income of the wife 
but as paid in discharge [fulfillment} of the 
general obligation of support which is made 
specific by the decree. Gould v. Gould 

.; Audubon v. Shufeldt. . . .” The 
Court also stated that the provision for the 
wife “was a provision for annual payments 
to serve the purpose of alimony, that is, to 
assure the wife suitable support. The fact 
that the provision was to be in lieu of any 
other interest in the husband’s property did 
not affect the essential quality of these pay- 
ments. The creation of a trust by 
the taxpayer as the channel for the appli- 


57 38-2 ustc §{ 9348, 97 F. (2d) 51, 52 (CCA-3, 
1938). 

58 If, for instance, there had been no reversion 
of the trust corpus to Mr. Douglas or his heirs 
but there had been a gift over of it for educa- 
tional purposes as in Young v. Hassett (foot- 
note 52), he still would have had the benefit of 
the trust income while discharging his support 
obligation. Clearly, then, Mr. Justice Reed’s 
view of the point of the Douglas v. Willcuts case 
(footnote 7) was the true one. See, also, the 
remarks of Swan, J., in Bush v. Commissioner, 
49-1 ustc {| 9320, 175 F. (2d) 391, 394 (CA-2, 1949). 
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cation of the income in discharge of his 
obligation leaves the nature of the trans- 
action unaltered.” ™ (Italics supplied.) 


For the moment, then, note that Sec- 
tion 171, above, is aimed at Douglas v. Willcuts 
and the Section 22(a) greater-taxing phrase 
in the admonition that income of an estate 
or trust in case of divorce shall not despite 
“any other provision of this chapter be in- 
cludible in the gross income of such hus- 
band.” Here, moreover, as in the case of 
Section 22(k), above, which involves simple 
periodical alimony payments instead of trust 
income in lieu thereof, there is another as- 
signment of income for tax purposes, under 
a decree for alimony, successfully—so far 
at least—superimposed upon the whole of 
the revenue acts. Incidentally, also, if as 
the Douglas v. Willcuts decision holds, such 
trust income and simple alimony payments 
stand upon the same ground, that is, have 
the same “essential quality” of support, a 
straightforward deduction for such trust in- 
come paid to the wife under a decree for 
alimony would be only another matter of the 
“grace” of Congress. So, again, the dis- 
torted procedure set forth in Section 171 
was or is not necessary in order for divorced 
husbands to obtain a deduction of the sub- 
stituted trust income for further surtax re- 
lief. At all events, however, there is the 
same discrimination against marriage and 
married husbands in the practical deduction 
for support so obtained or obtainable. 


Property Division Decree 


Designedly, the Supreme Court in Douglas 
v. Willcuts spoke only of tax results under 
a decree for alimony. Although Mr. Douglas 
contended that the decree for divorce also 
made a property division, the Supreme Court 
held it to be a decree for alimony only. 
This was the view, too, of the Court of 
Appeals for the Eighth Circuit in that case. 
The latter court said: “It was not a transfer 
of title to property in lieu of what the court 
might order as alimony The pur- 
pose and effect of this arrangement was to 
provide a substitute for alimony.” Alsop 
v. Commissioner ™ also took the same simple 


_® Footnote 7. Obviously, then, for the Fitch 
satellite cases (footnote 46), the parental Hel- 
vering v. Fitch decision (footnote 45), corrupted 
the text of the Douglas v. Willcuts opinion with 
this interpolation: ‘‘It is plain that there the 
alimony trust . . . was merely security for a 
continuing obligation of the taxpayer to support 
his divorced wife.”’ 

60 1934 Federal Tax Reports { 9453, 73 F. (2d) 
130, 133 (CCA-8, 1934). 

61 Footnote 6. 










































view of a family trust which was set up 
_ after a Paris, France divorce judge indicated 
he wanted alimony and support provided 
for the wife and children upon the entry 
of a divorce decree. Hence, in that case 
also, the alimony-trust income, for tax pur- 
poses, was held to be the divorced husband's. 

The difference, taxwise, between trust in- 
come passing to a divorced wife under a 
simple decree for alimony and a decree 
making a property division and appropri- 
ating income from a prior trust did not 
escape the Board of Tax Appeals in the 
Mitchell case. It appeared in this case that 
in Texas divorce proceedings, the divorce 
judge was required to make a property divi- 
sion and that thereafter a husband was un- 
der no duty to support his wife. The Board 
held that the income paid to her from the 
trust for her own use was her own income, 
just as she had returned it for tax. In 
refusing to tax the divorced husband on this 
income, the Board held that it was not paid 
to her in satisfaction of any legal obligation 
of her ex-husband which would make it tax- 
able to him, as was true in the Douglas v. 
Willcuts case. The Board said: “Payments 
to the divorced wife were made from the 
income of a trust created solely by the hus- 
band out of his own property in contem- 
plation of divorce and were, as the court 
pointed out, ‘in lieu of alimony’.”” The 
doctrine of constructive receipt of income, 
therefore, did not furnish the applicable tax- 
ing rule for the Mitchell case. 


In property-division cases, moreover, 
when trust income from a prior support 
trust has become vested in the divorced 
wife, an assignment of the beneficial inter- 
est in the trust income has occurred, and 
since the one who is to receive the income 
as the owner of the beneficial interest, only 
the divorced wife is the rightful payer of 
the tax. She is the owner of the income 
in the sense that under the revenue acts, 
generally, tax liability attaches to owner- 
ship. In Blair v. Commissioner, the petitioner 
was the life beneficiary of trust income de- 
rived from his father’s property in Illinois. 
He made assignments of $6,000 and $9,000 
parts in the life net income to his daughters 
and a son. The assignments were consid- 
ered as valid under Illinois law and their 
nature governed thereby. The Court said that 


® CCH Dec. 10,527, 38 BTA 1336, 1341 (1938). 
Accord: Bush v. Commissioner, footnote 58. 

*% Footnote 47. 

#290 Ky. 833, 844-845, 847, 162 S. W. (2d) 
181, 187 (1942). 

% 48-1 ustc { 9172, 165 F. (2d) 933, 936 (CCA-6, 
1948), cert. den. 334 U. S. 833, 68 S. Ct. 1347 
(1948). 
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“the assignees thereby became the owners 
of the specified beneficial interests in the 
income, and that as to these interests they 
and not the petitioner were taxable for the 
tax years in question. . The one who 
is to receive the income as the owner of 
the beneficial interest is to pay the tax. 

The assignment of the beneficial 
interest is not the assignment of a chose in 
action but of the ‘right, title and estate in 
and to the property’.”™ Similarly, in the 
Kentucky case of Turner v. Ewald, it was 
held that property-settlement contracts 
which were incorporated in a divorce decree 
left the court without power to modify the 
decree to affect the wife’s property rights 
and that a subsequent remarriage could not 
effect a modification under these circum- 
stances. Relative to the trust income that 
had been assigned to the wife, the court 
noted that under the authorities, including 
Blair v. Commissioner, there was “vested in 
her an equitable interest in the corpus of 
the trust estate which her husband had a 
right to assign to her for any period not ex- 
tending beyond his life.’ When it came 
or comes to taxing that kind of trust in- 
come, the principle was and is the one 
applied in the recent case of Porter Royalty 
Pool, Inc. v. Commissioner. A corporation 
which acquired an economic interest in oil 
in place by virtue of an assignment of a 
fractional royalty interest was held subject 
to income tax on the profits because, as 
stated in Blair v. Commissioner, ““The one 
who is to receive the income as the owner 
of the beneficial interest is to pay the tax’.”® 
Earlier, the Supreme Court of Wisconsin 
in refusing the lead of Helvering v. Fitch, 
above, noted that, for Wisconsin income tax 
purposes, a trust arrangement upon divorce 
was a part of a final division of estate be- 
tween husband and wife and not a provi- 
sion in the nature of alimony. Therefore, 
the court held that “that part of the income 
from the trust res payable to the wife was 
income of the wife.” “ 


Such, too, was the holding of the Supreme 
Court of Iowa in what well might be con- 
sidered the paramount case on the subject 
—Fitch v. Fitch" Unfortunately, the deci- 
sion was not adverted to in time possibly 
to stave off Section 171. The state court 
decision came as a prompt, courteous and 


“6 Friedmann v. Tax Commission, 235 Wis. 237, 
242-244, 292 N. W. 894, 896 (1940). Contrast: 
Friedmann v. Commissioner, 44-2 ustc { 9525, 145 
F. (2d) 594 (CCA-7, 1944), cert. den. 324 U. S. 
865, 65 S. Ct. 914 (1945). 

67 299 Ia. 349, 352, 355-356, 294 N. W. 577-578, 
580 (1940). 
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informative attempt to clarify a miscon- 
ception of the Iowa law made in the deci- 
sion of the Supreme Court in Helvering v. 
Fitch. The latter opinion had said the law 
of Iowa was speculative as to the power of 
a divorce court to modify a decree which 
made a property division and also appro- 
priated income from a prior support trust. 
This imported contingency was a part of 
the “continuing-obligation” test formulated 
by the opinion.* Accordingly, the state 
court opinion explained that the divorce 
court in a 1924 property-settlement decree 
had confirmed, as a part, an allocation of 
income of a 1922 separation trust to the 
wife; that it was the settled law of lowa 
that a divorce decree which confirmed a 
property settlement, like any other decree 
in the state, was not modifiable except for 
fraud and mistake; that the allocation of 
trust income to the wife amounted to the 
allocation of a definite portion of her hus- 
band’s property; and that thereafter no obli- 
gation rested on either to support the other. 
The net holding was that Mr. Fitch could 
not have the decree reopened, merely be- 
cause the Commissioner of Internal Rev- 
enue had included the income from the 
separation trust in his taxable income, and 
the Supreme Court in Helvering v. Fitch had 
sustained the Commissioner. 


True Rule of Taxability— 
Ownership of Income 


The Board of Tax Appeals, in Fitch,” 
subsequently held that the state court deci- 
sion in Fitch v, Fitch, pursuant to Blair v. 
Commissioner, was an intervening decision 
which rendered the opinion in Helvering v. 
Fitch inoperative and not res judicata as to 
the taxation of the income of the separation 
trust for subsequent years to Mr. Fitch. 
Presumably, Mrs. Fitch was taxable there- 
after, seemingly on the ground that there 
was “no continuing obligation” on the part 
of Mr. Fitch to support her. Nevertheless, 
the true rule for her taxability then and 
subsequently, it is submitted, was the af- 
firmative one of ownership of the income. 
Such income, moreover, did not and does not 
come to her qua alimony or support. As 
stated in the Blair case: “In the instant case 
the tax is upon income as to which, in the 





general application of the revenue acts, the 
tax liability attaches to ownership.” 


The bare receipt of such trust income, 
therefore, such as Section 171 suggests, is 
not the correct basis for the tax, for even 
if Section 171 were not in the Code, a 
recipient of trust income under the type of 
property-division decrees involved in the 
cited cases might be and always could have 
been, for that matter, taxable under sections 
long imposing the individual income tax 
on income “of” the taxpayer, just as was so 
noted, for further example, in Poe v. Sea- 
born.” In this case, for tax purposes, one half 
of the community income was income “of” 
the taxpayer’s wife. At all events, Section 
171 cannot do more than can Section 22(a) 
with its greater-taxing phrase embracing 
“income from whatever source derived.” 
Therefore, Section 171 is useless in the Code 
as well as oversimple in taxing theory. 


Combination Statutes 


State statutes may, in given cases, pro- 
vide for the combination of alimony and 
property division with the alimony provi- 
sions changeable with the varying circum- 
stances of the parties, and the property 
divisions left fixed.“ Whatever income tax 
questions might be raised or posed under 
such statutes could well be comprehended 
under the rules for income taxation previ- 
ously suggested by the Supreme Court deci- 
sions in Douglas v. Willcuts, on the one hand, 
and Blair v. Commissioner, on the other. De- 
partures from the courses indicated by them, 
it may be noted, have only resulted in con- 
fusion, with the confusion confounded by the 
newer tax-treatment statutes, 


Congressional Overhaul 
of Unfair Provisions 


Since Congress has on the agenda an 
overhaul of the whole federal tax system to 
remove unfair and, perhaps, illegal provi- 
sions, it would be a good time to consider the 
dropping from the Code of some of the 
income tax requirements. Enough has been 
said concerning the dropping of Section 171. 
Section 22(k), too, could well go, for ali- 
mony payments are covered by Section 22(a) 
and the tax-collecting precedents of the 








*% Footnote 45. That was or is done, sup- 
posedly, to escape the ru:2 of constructive re- 
ceipt of income of the Douglas v. Willcuts case; 
and the taxing husband-grantor had to show 
“clear and convincing proof, and not on mere 
inferences and vague conjectures, that local 
law and the alimony trust have given the 
divorced husband a full discharge and leave 
no contingent obligation however contingent.’’ 
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® CCH Dec. 11,683, 43 BTA 773, 779-780 (1941). 

7 Footnote 36. 

7 For example, Gray v. Gray, 240 Wis. 285-287, 
3 N. W. (2d) 376-377 (1942). Compare: Fett v. 
Fett, 285 Mich. 44, 280 N. W. 103 (1938). Con- 
trast procedure in Helvering v. Fuller, footnote 
46. 













































Supreme Court, such as the Douglas v. Will- 
cuts case. Section 22(k), however, in effect 
stymies the exemption of alimony or support 
sums which this decision and Section 22(a), 
in its greater-taxing phrase, provide. Fur- 
ther, in a case concerning a conflict in the 
construction of tax statutes, the exemption 
which is more favorable to the “citizen” 
should continue.” In addition, it is a species 
of Janus-facing for Congress to keep the 
Section 22(a) greater-taxing phrase intact 
because of its tax-collecting potential under 
the precedents,” but to seek to stymie or 
circumvent the minor exemptions, such as 
support sums, which this Section 22(a) pro- 
vision and precedents permit. That is, Con- 
gress is having cake in Section 22(a) and 
eating it too. 


On the other hand, the elimination of 
Section 22(k) would end the continuous 
social, legal and financial injustice to “typi- 
cal” divorced wives and mothers in the 
lower-income group. Patently, taxpayers in 
this group are not able financially to appeal 
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tax injustice nor are they able to bring pres- 
sure for tax relief as did the taxpayers in the 
higher brackets of income in bringing about 
the 1942 tax treatment.” It is Congress or 
else for these women. 


Further, in the overhauling, Section 23(u) 
and Section 24(a)(1) of the Code could be 
modified to include a deduction for support 
by married-husband taxpayers. This new 
deduction would bring with it a desirable 
uniformity, by principle and practice, in de- 
ductions for support in marriage, divorce and 
legal separation with support. Automatically, 
income tax discrimination against marriage 
and married husbands would disappear. 


A final word to married husbands may be 
apropos. In the light of Congressional tax- 
ing history, just as in the case of the di- 
vorced and legally separated husbands who 
procured a deduction for themselves for sup- 
port payments in furtherance of surtax relief, 
pressure equivalent to theirs will have to 
be applied to secure a similar deduction. So 
act today. [The End] 





from sales tax. 





of tangible personal property.” 


The 1950 Michigan legislative session, however, removed the 
phrase “any of the incidents of” from the definition and declared void 
all liability for taxes which had attached after July 1, 1949, because 
of the addition of the above phrase. 


As a result of this change in the law, the Department has now 
declared that it is placed in the same position as it was in prior to 


the 1949 amendments. 


% Gould v. Gould, footnote .1. See Arthur 
Manella, ‘‘Current Development in the Taxa- 
tion of Alimony,’’ Proceedings of the First An- 
nual Institute on Federal Taxation, University 
of Southern California Law School (1948), pp. 
43, 44, footnote 5. 
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RETAIL SALES IN MICHIGAN 


Prior to July 1, 1949, the courts had interpreted a retail sale, for 
sales tax purposes, as being a sale where title passed to the buyer 
in Michigan. Therefore, any sales by foreign corporations where title 
passed to Michigan buyers outside the state were held to be exempt 


Effective July 1, 1949, the law was changed and the definition of a 
“sale at retail” was broadened to mean “any transaction by which is 
transferred for consideration any of the incidents of the ownership 
The Department of Revenue construed 
this as including transfers of “possession” as well as “title” and held | 
that the decisions were no longef controlling. 











73 Commissioner v. Jacobson, footnote 55. 
Compare: Hall v. Commissioner, 45-2 ustc { 9361, 
150 F. (2d) 304 (CCA-10, 1945): ‘‘The sweep 
of Section 22 (a), as construed by the courts, 
is based upon the legislative purpose to tax 
‘ . gains or profits and income derived from 
any source whatever’.’’ 

74 Footnote 28. 
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ALIMONY 


By M. N. FRIEDLAND 





THE AUTHOR IS A TAX ATTORNEY IN LOS ANGELES. HIS ARTICLE REVIEWS 
SOME OF THE FUNDAMENTALS IN THE TAX TREATMENT OF ALIMONY—WITH 
PARTICULAR EMPHASIS ON CERTAIN BASIC DECISIONS, WHICH HE DIGESTS 


N divorce and separate maintenance pro- 

ceedings, the alimony provisions in the 
respective court decrees are of more than 
ordinary importance taxwise. Unless par- 
ticular attention is paid to them, so-called 
“periodic payments” may turn into “install- 
ment payments,” and the denial of their 
deduction from income for income tax pur- 
poses will follow. 


For income tax purposes prior to the 1942 
Revenue Act, alimony payments made toa 
wife were not considered income to her, nor 
were they deductible by the husband from 
his income. The 1942 Act has changed the 
nature of such procedure to a very great extent. 


Applicable Code Sections 


The following are the applicable sections 
of the Internal Revenue Code, namely: Sec- 
tions 22 (b) (2), 22 (k), 23 (u), 25 (b) (3), 
171 and 3797 (a) (17). 

In order to have the provisions of these 
sections become applicable, that is, to have 
the alimony payments become income tax- 
able to the wife and deductible by the hus- 
band (or vice versa, as the case may be), 
compliance with their letter and spirit is 
essential, Thus, Section 22 (k) makes it 
necessary that: 

(1) A wife be “divorced or legally sepa- 
rated form her husband under a decree of 
divorce or separate maintenance”; 

(2) Payments be “periodic” (although not 
at regular intervals); 

(3) Payments be “received subsequent to 
such decree”; 

(4) Payments be in “discharge of or at- 
tributable to property transferred in dis- 
charge of a legal obligation which” arises 
out “of marital or family relationship”; and 


Alimony 


(5) The obligations “imposed upon or in- 
curred by such husband” be “under such 
decree or under a written instrument incident 
to such divorce or separation.” 


The only exception made in reference to 
periodic payments provides that “an install- 
ment payment shall be considered a periodic 
payment for the purposes of this subsection 
if such principal sum, by the terms of the 
decree or instrument, may be or is to be 
paid within a period ending more than ten 
years from date of such decree or instrument, 
but only to the extent that such installment 
payment for the taxable year of the wife (or 
if more than one such installment payment 
for such taxable year is received during such 
taxable year, then the aggregate of such 
installment payments) does not exceed 10 
per centum of such principal sum.” 


Section 23 (u) restates the fact that pay- 
ments made to the wife, considered income 
to her, are deductible by the husband. 


Reference is also made to the wife’s in- 
come in Section 171. Section 171 refers toa 
divorced or legally separated woman who 
receives income from a trust, previously made 
by the husband, which is not made a part of 
a decree nor referred to in an instrument 
incident to the divorce or legal separation. 


Section 22 (b) (2) refers to a husband who 
purchases an annuity in order to supply the 
necessary payments. 


Section 25 (b) (3) defines dependents and 
states that “a payment to a wife which is 
includible under section 22 (k) or section 
171 in the gross income of the wife shall not 
be considered a payment by her husband for 
the support of any dependent.” 

Section 3797 (a) (17) provides that the 
words “husband” and “wife” (under Sections 
22(k), 23 (u) and 171) are to include “former 
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husband” and “former wife” and that, where 
appropriate, the meaning attached to “husband” 
is to apply to “wife” and vice versa. 


These are all of the sections concerned. 
We shall now turn our attention to the 
regulations applicable thereto. 


Applicable Regulations 


The most significant provisions contained 
in the regulations and referring to the very 
important subject of alimony are noted below. 


Temporary alimony payments are not 
covered by the provisions of the sections 
heretofore mentioned and described. 


Provisions for permanent alimony are 
deemed to be covered by the applicable 
statutes, even though they have not been 
incorporated in the decree, if they are re- 
ferred to in an “instrument incident to such 
divorce or separation.” The better practice, 
however, is to make such agreement part of 
the decree or at least to make some reference 
to such agreement in the decree. 


An antenuptial agreement containing pro- 
visions concerning divorce and separate main- 
tenance is proper, although reference to it 
should be made in the decree. 


Under the statutes, it makes no difference 
whether income to the wife comes via an 
annuity purchased by the husband or from 
property conveyed by the husband to a 
trustee for that purpose. 


The entire income from jointly-held securi- 
ties left in trust for the purpose of providing 
permanent alimony is taxable to the wife. 


Where no special provision is made for 
minors, the total alimony is taxable to the wife. 


Cases 


Having learned the significant features, as- 
far as the subject of alimony is concerned, 
of the Revenue Act and of the regulations 
applicable thereto, we shall now proceed to 
the study of the most important cases where 
such principles have been applied by the 
courts to different situations or combinations 
of facts. 

With that purpose in view, we have divided 
such cases into nonqualified (resulting in the 
payments being determined to be nontaxable 
to the wife and nondeductible by the hus- 
band) and qualified ones. Special attention 
will be paid to “periodic payments” as dis- 
tinguished from “installment payments,” and 
to cases where minors are involved. For the 
sake of brevity, husband will be referred to 
as “H” and wife as “W.” An attempt will 
be made to cover the subject from almost 
every point of view. 
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Nonqualified 


Kalchthaler, CCH Dec. 15,336, 7 TC 625 
(1946): H and W lived apart. H refused to 
support W. Proceedings in county court 
compelled him to do so. Held: amount of 
such support no income to W; hence not 
deductible by H. Reason: payments not the 
result of a decree of legal separation with 
separate maintenance. 


Walsh, CCH Dec. 16,745, 11 TC 1093 
(1948): Separation agreement made in 1927. 
Interlocutory decree followed by final decree 
in 1928, neither referring to said agreement. 
New agreements made in 1934 and 1941. 
Held: 1941 agreement “not incident to di- 
vorce decree’; hence payments made in com- 
pliance with it not income to W nor 
deductible by H. 


Barry, CCH Dec. 16,251(M), 7 TCM 50 
(1948): Separation agreement followed by 
payments made prior to entry of divorce 
decree. Held: payments not income to W; 
hence not deductible by H. 


Berman, CCH Dec. 16,191(M), 6 TCM 
1325 (1947): Separation agreement made in 
1942. Divorce decree entered in 1945 (under 
nunc pro tunc order) as of 1942. Held: pay- 
ments made up to entry of decree (in 1945) 
not income to W nor deductible by H. 


To same effect: Daine, CCH Dec. 15,886, 
9 TC 47 (1947), aff'd 48-1 ustc 7 9295, 168 
F. (2d) 449 (CCA-3, 1948). 


Cox, CCH Dec. 16,407, 10 TC 955 (1948): 
Agreement for support made after decree 
entered (which contained no reference to 
future making of agreement) not one that 
is “incident to divorce.” 


Van Vlaanderen, CCH Dec. 16,360, 10 TC 
706 (1948), aff’d 49-1 ustc $9305, 175 F. 
(2d) 389 (CA-3, 1949): Excessive payments 
made to W (not provided for in decree) 
not income to W and not deductible by H, 
even though increased payments included in 
subsequent nunc pro tunc order. 


Brown, CCH Dec. 15,369, 7 TC 715 (1946): 
Voluntary separation agreement. Payments 
made according to same not income to W; 
hence not deductible by H. 

Blumenthal, CCH Dec. 17,092, 13 TC 28 
(1949): Insurance premium paid by H for 
upkeep of policy to pay alimony to W in 
event of H’s death disallowed as deduction 


to H, because incidents of ownership re- 
tained by H. 


Qualified 


Hesse, CCH Dec. 15,367, 7 TC 700 (1946): 
Absolute decree of divorce in Pennsylvania 
(no alimony may be provided in such decree). 
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Agreement pertaining to alimony made prior 
to entry of decree. Held: payments received 
income to W; hence deductible by H. 


Hesse, CCH Dec. 15,376(M), 5 TCM 781 
(1946): Deductions allowed to H for pay- 
ments made to first and second wives. 


Hart, CCH Dec. 16,484, 11 TC 16 (1948): 
Insurance premiums which are to be figured 
in percentage of income earned by H and 
paid by him to W are income to W. 


Johnson, CCH Dec. 16,348, 10 TC 647 
(1948): Agreement signed by H and W 
providing for W’s support, based upon W’s 
verbal assurance that she will apply for 
divorce, and followed, in little more than 
three months, with starting of divorce pro- 
ceeding held to be “a written instrument 
incident to divorce.” 


I. T. 3761, 1945 CB 76: Payments made 
to W pursuant to California interlocutory 
decree income to W and deductible by H 
for income tax purposes. 


Stewart, CCH Dec. 15,967, 9 TC 195 
(1947): Pursuant to terms of separation 
agreement, H assigned portion of (tax-ex- 
empt) trust income to W and also had 
trustee pay to W certain insurance pre- 
miums on H’s policy absolutely assigned 
to W. Held: such payments income to W: 


Periodic Payments 


I. T. 3944, 1949-1 CB 56: Payments to be 
made for definite period of time considered 
to be “installment” and not “periodic” pay- 
ments within meaning of Section 22 (k) of the 
Code. Accordingly, I. T.’s 3761 and 3934 are 
distinguishable and modification of former 
ruling withdrawn. 

If payments are made for period in excess 
of ten years and (yearly) installment pay- 
ment does not exceed ten per cent of prin- 
cipal sum agreed upon, payments will be 
considered taxable to W and deductible by 
H for income tax purposes. 

Blum v. Commissioner, 177 F. (2d) 670 
(CA-7, 1949): Problem involved concerns 
whether ten-year period starts with date of 
signing and entry or with date of enroll- 
ment of decree. Tax Court decided that 
date of enrollment governs. Reversed by 
Circuit Court of Appeals which decided that 
date of signing and entry governs. 

Steinel, CCH Dec. 16,287, 10 TC 409 
(1948): Sum of $9,500 payable to W at 
rate of $100 per month. W’s remarriage 
terminates such payments. Held: payments 
are installment and mot periodic payments. 

Loverin, CCH Dec. 16,286, 10 TC 406 
(1948): Decree awarded alimony amount- 
ing to $60 per week. Decree modified by 
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eliminating weekly payments in lieu of sin- 
gle payment of $8,500 to W and $1,500 to 
W’s attorney. Held: bulk payment does 
not satisfy periodic-payment provision. 

Orsatti, CCH Dec. 16,793, 12 TC 188 
(1949): Incident to divorce, agreement 
made for payment of $125 per week to W 
for period of two years or until W dies or 
remarries, whichever occurs first. Held: 
payments are installment and not periodic 
payments. 

Casey, CCH Dec. 16,806, 12 TC 224 
(1949): Provision in decree for payment 
of $100 per month for fifty months, such 
payments to be periodic and not install- 
ment payments, and for W to pay federal 
income tax thereon. Held: payments are 
installment and not periodic payments. 

Young, CCH Dec. 7363, 10 TC 724 (1948): 
Monthly payments (amount depending upon 
H’s income but not exceeding set maximum) 
to be remitted for period of fifty months 
(method of computing payments provided 
in decree) are periodic and not installment 
payments. 

Lee, CCH Dec. 16,386, 10 TC 834 (1948): 
Payments, pursuant to agreement incident 
to divorce, of percentage of H’s annual in- 
come for five years held to be periodic and 
not installment payments. 


Important excerpts from the Tax Court 
opinion in that case follow: 

“The Commissioner argues that there 
must be uncertainty as to the total amount 
to be paid and indefiniteness as to the length 
of the period during which the payments are 
to be made, in order that the payments may 
be classified as ‘periodic’ and, conversely, the 
two requisites of ‘installment payments’ are 
certainty as to the amount and definiteness 
as to the period. Those ‘requisites’ are not 
found in the statute, the regulations, or in 
the legislative history of the provisions. 

The total payments to be made in 
the present case could not be as satisfac- 
torily calculated in advance because there 
was no means of determining what the ‘net 
income’ of this petitioner might be. The 
Commissioner argues, however, that a lump 
sum is specified in this case because at the 
end of five years the exact amount to be 
paid will be known. That argument also 
carries too far, because eventually all un- 
certainties in every case will be resolved by 
the passing of time. No aid by analogy 
develops from consideration of the provi- 
sion of 22 (k) making even lump sums pay- 
able in ten or more years taxable to the 
wife. wy ask 

Pappenheimer v. Allen, 47-2 ustc J 9384, 
164 F. (2d) 428 (CCA-5, 1947): Periodic 
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payments are cash payments; hence convey- 
ance of home furnishings and occupancy of 
H’s home (rental value of same) are not 
such payments. 

Minors 


Budd, CCH Dec. 15,295, 7 TC 413 (1946), 
aff'd 47-2 ustc 9302, 177 F. (2d) 199 
(CCA-6, 1947): Separation agreement pro- 
viding for support of W and minor children 
subsequently incorporated in decree. Vari- 
ous provisions in separation agreement made 
Tax Court decide on $200 per month for sup- 
port of the minors. Held: payments for 
support of the minors not income to W. 

Moitoret, CCH Dec. 15,352, 7 TC 640 
(1946): H paid W $250 per month for sup- 
port of W and minor children. Final de- 
cree of divorce contained such provision. 
Held: total income charged to W. 

Chapin, CCH Dec. 15,947(M), 6 TCM 
882 (1947): Sum of $6,000 per annum paid to 
W for support of herself and minor children. 
W claims that she never wanted any of the 
money for support of herself and that en- 
tire amount is spent for the minors. Held: 
entire amount income to W. 


Miscellaneous 


Attorneys’ fees paid by H to W’s attor- 
neys are not deductible by H. 


Gale, CCH Dec. 17,261, 13 TC 661 (1949): 
Agreement made prior to entry of divorce 
decree provided for increase in alimony and 
for court to retain jurisdiction of case for 
that purpose in event H’s net income ex- 
ceeded certain amount. Same agreement 
was incorporated in decree. Proceeding 
started in 1944 for increase which was 
granted from 1941, and decree modified ac- 
cordingly. Held: payments are periodic 
ones, because rights were acquired under 
original decree. 


Claim for allowance of attorney’s fees of 
$4,000, amount paid by W for obtaining 
additional alimony. Held: fees deduct- 
ible by W. 


LeMond, 13 TC 670 (1949): W claimed 
allowance of $7,500 as counsel fees and 
$3,000 as expense under Section 23 (a) (2) 
in securing financial settlement from H in- 
cident to their separation and divorce. It 
was stipulated that no part of claim was 
for purpose of obtaining divorce decree. 
Held: deduction allowable but limited to 
portion of fees which was proportionate to 
ratio of taxable alimony to total alimony. 


The alimony problem, taxwise, is thus 
simplified to a very great extent. 


[The End] 





STATE TAX COLLECTIONS IN 1950 FISCAL YEAR 


seven per cent over last year. 


million over the preceding year. 


per cent, due chiefly to rate increases. 





State tax collections climbed to a record $9 billion during the 1950 fiscal 


Increased automobile ownership and usage were reflected in the $187 million 


year as government spending remained high. Total collections in the forty-eight 
states, according to United States Bureau of Census figures, increased more than 


The total rise of $618 million surpassed the 1949 rise but did not approach 
the 1947-1948 peak of the postwar boom, when state tax yields increased $1,101 


Newly imposed taxes, significant ‘in the early boom period, accounted for 
only a small part of the higher tax totals in 1950. 
in established taxes such as income and sales of motor fuel, tobacco and liquor 
played a larger part in the increase. Tax yields from income taxes rose seven 


Rate boosts during 1949 


increase in motor vehicle fuel taxes, a 13.7 per cent rise over 1949. 


Consistent consumer demand, high prices and high levels of spending, 
reflecting the inflationary trend, boosted tax yields from general sales and gross 
receipts taxes by $70 million to $1,679 million, a new postwar high. Although 
only twenty-eight states impose such taxes, 18.7 per cent—almost one fifth of all 
the money collected by all states—came from this source. 


The tax picture in individual states showed extreme variations. While tax 
yields dipped slightly in eight states, they shot up as high as 58.7 per cent in 
Delaware, where revenue receipts were swelled by the new gross income tax. 
Florida levied a new sales tax and raised her revenues 25.9 per cent. New York’s 
$200 million rise was produced chiefly by increased yield in personal income tax. 
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IF A HOBBYIST IS TAXED ON HIS PROFIT, 
SHOULD HIS LOSSES GO UNRECOGNIZED? 





THE HOBBY 


By ARNO HERZBERG 





Certified Public Accountant 

Newark, New Jersey 
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? HOBBY has its tax problems too. This has “income derived from any source what- 
. statement may at first seem surprising ever.”? Naturally, the general principles in 
> and even illogical, for hobbies are usually connection with the definition of income 
: thought of as purposeless play or as recreation, should be applied. Thus, according to the 
2 : : ‘ 
sport or pleasure pursued in order to escape well-known rule of Eisner v. Macomber, an 
» from the tensions of the daily routine by unrealized increment in value is not income. 
' the satisfying of the urge to collect, build The value of any collector’s item might in- 
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or create. It would seem that a spare-time 
diversion would be in a field completely 
apart from taxes. 


The arm of the taxgatherer, however, 
reaches far. Our tax laws, tailored to fit 
the facts of business life and profit making, 
apply also to any lucrative by-product of 
a hobby. Results appearing strange to the 
hobbyist may thus be expected. 


Hobbies may be divided into two general 
groups—those of a creative nature (for ex- 
ample, the building of toys) and those of 
a collection nature (for example, the collec- 
tion of antiques, stamps, coins, etc.). The 
collection hobby, in turn, can be divided 
into the collection of those items that can 
be identified as to their acquisition and of 
those that cannot. These distinctions are 
important in any discussion of the tax prob- 
lems involved. . 


Income-Producing Hobbies | 


A hobby can be income producing. Any- 
body who loves woodworking and produces 
wood products in his spare time and sells 
them has reportable income. A philatelist 
selling his stamps or auctioning them off 
in a stamp club or through a professional 
auctioneer deals in personal property and 





1 Code Section 22 (a). 
21 ustc { 32, 252 U. S. 189 (1920). 


Hobby 


crease from year to year, but “appreciation 
in value of property is not even an accrual 
of income to a taxpayer prior to the realiza- 
tion of such appreciation through sale or 
conversion of property.”* In short, there 
can be no taxable income unless there is a 
realization, and there can be no realization 
of income unless there is a sale or exchange. 


Capital Gain or Ordinary Income? 


What kind of income is that gain derived 
from the sale or exchange of hobby items? 
It is here that the distinction between crea- 
tive hobbies and collection hobbies is of 
some importance. Creative hobbies are like 
ordinary manufacturing or mercantile enter- 
prises as to profits, but unlike them as to 
losses and expenses. The end product of a 
creative hobby is a tangible item that could 
have been produced—perhaps with superior 
quality—in any plant. In fact, there are 
many business enterprises that grew out of 
a hobby. 


Until a few years ago, everyone thought 
that income from a creative hobby would 
be taxable as ordinary income. However, 
some doubt has arisen as to this point, since 
the publicity in connection with the sale of 
all the rights to General Eisenhower’s book. 


3 Regulations 111, Section 29.41-2. 








In fact, in Section 209 (a) of the House ver- 
sion of the Revenue Bill of 1950, H. R. 8920, 
it has been proposed to amend Code Section 
117 (a) (1) so as to make such income ordi- 
nary income. Some interesting remarks on this 
problem are found in the Report of the 
House Ways and Means Committee on 
the Revenue Bill: 


“If an amateur receives royalties on his 
invention or book or other artistic work, 
they are treated as ordinary income, but if 
he holds his invention or book or other 
artistic work for 6 months and then sells 
it outright he can avail himself of a loophole 
which treats such a sale as the sale of a 
capital asset, not held primarily for sale to 
customers in the ordinary course of the 
taxpayer’s trade or business. As a result 
the taxpayer receives long-term capital gain 
treatment on the product of his personal 
effort. ... 


“Section 209 (a) of your [House] com- 
mittee’s bill provides that when any person sells 
an invention or a book or other artistic work 
which is the product of his personal effort 
his income from the sale is taxed as ordi- 
nary income. He would, of course, be able 
to average his income from such work over 
36 months, if his activities covered a period 
of 36 months or more, to the extent per- 
mitted by Section 107 (b) of the Internal 
Revenue Code.” 


Thus, it may be said that, under the 
present law, it is doubtful whether the in- 
come from creative hobbies is ordinary in- 
come or capital gain. 


The effect of the Eisenhower ruling upon 
the deductibility of losses is not clear. One 
might argue that, since the ground for call- 
ing the income capital gain is that the prop- 
erty was held for sale, any provable loss 
or expense should, therefore, be deductible 
on the same ground under Code Section 23 
(e) (2). However, many people regard the 
Eisenhower ruling as erroneous and, if it 
is erroneous, the deductibility of losses or 
expenses would be difficult to justify. 


[At press time, the Revenue Bill of 1950 
still awaits passage. If the section covering 
hobbies passes in the proposed form, income 
therefrom, with the exception of the income 
from patents and inventions, will be deemed to 
be ordinary income.—Ed. ] 


Collectors’ Items 


What about those collectors’ items that 
have been diligently accumulated during a 








lifetime? Every day auction houses sell 
stamp collections. Every day stamps or 
coins or antiques change ownership. There 
are amounts involved that cannot be hidden 
from the Commissioner; but he has not 
made public any decision as to how he 
would treat the gain frédm the sale of such 
collection items. Is it a capital gain or ordi- 
nary income? 


A collection, as such, can be considered 
a capital asset unless it is sold by a dealer 
in collection items in the ordinary course 
of his business. Code Section 117 (a) (1) 
defines capital assets. It states that capital 
assets include property held by the taxpayer 
“whether or not connected with his trade or 
business.” Regulations 111, Section 29.117-1, 
includes all classes of property not specifi- 
cally excluded by Code Section 117 (a) (1) 
under the term “capital assets.” These ex- 
ceptions are: (1) stock in trade or other 
property includible in inventory; (2) prop- 
erty held primarily for sale to customers in 
the ordinary course of trade or business; 
(3) depreciable business property; and (4) 
real property used in trade or business. A 
collection owned by someone other than a 
dealer is not covered by these exceptions. 


There is a Treasury decision covering 
foreign currency that could be applied by 
way of analogy here. A person who: pur- 
chases foreign currency and who subse- 
quently reconverts it into United States 
currency realizes capital gain or loss on the 
difference between the purchase and selling 
price.* Foreign currency and coins or stamps 
are of the same nature. They represent a 
value (existing or not existing) assigned by 
a government, a value which, at present, un- 
dergoes market fluctuations. Collections of 
stamps, coins, antiques and so forth are there- 
fore subject to the capital gains provisions. 


It is especially important to mention that 
losses are not allowed® because of the per- 
sonal, nonbusiness nature of the transaction. 
Taxpayers have, therefore, consistently tried 
to take a deduction under Code Section 23. 
Section 23 (e) (2) allows a loss or expense 
deduction whenever property, though not 
connected with trade or business, is ac- 
quired or held with the intention of real- 
izing or making a profit on a sale. If it 
can be shown that the profit motive was 
prevailing, it does not matter that other 
motives were involved.’ It is, therefore, 
possible that even a stamp collection sold 
at a loss can give rise to a loss deduction. 





41. T. 3810, 1946-2 CB 29. 
5’ Regulations 111, Section 29.23 (e)-1. 
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6 Houston v. Commissioner, 1930 CCH { 9216, 
39 F. (2d) 351, 2 ustc { 710, 283 U. S. 223 (1931). 
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In Tyler; the taxpayer, a businessman, 
operated a farm, managed family finances 
and investments, was director of a national 
bank and engaged in various other activities. 
A professional philatelist induced the tax- 
payer to consider stamps as an investment 
increasing in value over a period of years. 
The taxpayer, therefore, invested money in 
stamps but sold them at a loss. The Tax 
Court found that the “requisite greed” was 
the taxpayer’s principal motivation and al- 
lowed the loss deduction in full under Sec- 
tion 23 (e) (2). 

This decision might be of interest to 
many taxpayers who started buying certain 
United States postal stamps in sheets with 
the intention of saving some money in case 
of a serious inflation or with the expectation 
of their increasing in value. The stamp 
market today is in such a condition that 
these hopes may never come true. It might 
be advisable to take losses by selling those 
stamps which will have to be sold at less 
than their face value. It will depend on a 
logical presentation of all facts whether a 
loss can be claimed under Section 23, be- 
cause a transaction originally not entered 
into for profit might become one for profit.’ 
The opposite might also hold true. There 
must be convincing evidence of the conver- 
sion or appropriation of the property from 
personal to income-producing use.® The stamp 
collector has to forget his hobby when he 
wants to have a deduction. There must be 
the undisputed intention to invest money in 
order to make money. If the facts repre- 
sented by the Tyler case are analyzed, a 
loss deduction could surely be claimed for 
a stamp collector who, although he collects 
only European stamps, buys United States 
postal stamps as an investment. The dealer 
in securities who, in spite of the fact that he 
is a dealer, can claim the capital gain pro- 
visions if he has properly set aside securi- 
ties as an investment of personal funds 
must be kept in mind.” There will be cases 
where thousands of dollars are invested by 
a taxpayer in a stamp collection. The size 
of the investment should be an indication 
of the taxpayer’s motives. There must be 
some line where the hobby ends and the 
transaction entered into for profit begins. 


As pointed out earlier in connection with 
creative hobbies, it will be difficult to justify 
a deduction for expenses in connection with 
hobbies. The Regulations expressly state 
that expenses of carrying on transactions 

7CCH Dec. 15,671(M), 6 TCM 275 (1947). 


8 Heiner v. Tindle, 1 ustc § 299, 276 U. S. 582 
(1928). 
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which do not constitute a trade or business 
of the taxpayer and are not carried on for 
the production .or collection of income or 
for the management, conservation or mainte- 
nance of property held for the production 
of income but which are carried on pri- 
marily as a sport, hobby or recreation are 
not allowable as nontrade or nonbusiness 
expenses.” 


Only if the hobby motive is replaced by 
the profit motive would a deduction be 
possible. Deductions for insurance of col- 
lections, safeguarding and safekeeping should 
be allowable whenever the profit motive is 
present in the acquisition of collections. 


Casualty Losses 


The tax laws, it seems, do not give the 
man with a hobby the desired consideration. 
The man with a hobby is at a disadvantage 
wherever he turns, but he is really handi- 
capped when his valued collection is lost 
through theft or fire or any other casualty. 


The taxpayer has the burden of proving 
an actual loss from theft or embezzlement. 
Is such a proof possible? The answer has 
to be given with some reservations. In case 
of a creative hobby, there will be some proof 
of the purchase of raw materials through 
witnesses, etc. Proof might be submitted 
to the satisfaction of the Commissioner in 
the case of a collection of antiques which 
had been acquired recently or which are 
identifiable as such. However, proof is hardly 
possible when the taxpayer owns a collec- 
tion of stamps or coins, unless he has bought 
a sizeable number of stamps outright or 
has an inventory of his collection. 


The average collector, though, does not 
buy stamps to such an extent that the major- 
ity of his collection is acquired by purchase. 
He gets his stamps mostly through ex- 
changes or other means. The average col- 
lector, too, has no inventory. He has not 
even witnesses that he possessed a certain 
set of stamps. A stamp collector with a size- 
able collection has enough trouble remem- 
bering the pieces he has in his own collection 
without trying to remember what others have. 

The man who actually invests money in 
a hobby, however, is at an advantage. He 
can prove that he spent a certain amount 
of money for a collection. He puts the col- 
lection away in his safe, or he merges his 
own collection with the one just purchased. 
He, at least, has a way to show that he lost 


® Ritter, CCH Dec. 15,418(M), 5 TCM 849 
(1946). 

107. T. 3891, 1948-1 CB 69. 

11 Regulations 111, Section 29.23 (a)-15(a). 
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something of a certain value. His disburse- 
ments for a collection put at least a floor 
under his claim of a loss and, maybe, a 
ceiling too. 


Cost as Basis Unsatisfactory 


These highly unsatisfactory results of an 
application of general tax rules are even 
more evident when proof of the amount of 
the casualty loss is wanted. This loss is 
the difference between market value imme- 
diately before and after the loss occurred, 
reduced by any insurance recovery not ex- 
ceeding the basis of the property.” That 
means that it is necessary to go back to 
the cost basis, which decides, too, the ques- 
tion of gain or loss on a sale or exchange.” 


It is possible to prove the cost of hobby 
items that have been built from raw mate- 
rial. Should these costs include an adequate 
allowance for depreciation of machinery and 
tools, a portion of rent or expenses in lieu 
of rent? It seems only plausible to answer 
this question in the affirmative. In con- 
sidering any product, its cost includes a 
portion of the overhead. 


Cost in the case of collection hobbies 
might be more difficult to prove. Antiques 
when bought from a dealer might have been 
invoiced, but to prove the cost of stamps 
and coins might be next to impossible. 
Thousands of stamps have been accumu- 
lated during the years by exchange or out- 
right purchase, and there is hardly one 
philatelist who could state reliably the origin 
of his stamps. Only in the case of mint 
United States postal stamps might the face 
value tell the story, although the cost of 
certain stamps could exceed by far their 
face value when bought today. . 


The result of this inability to prove any 
cost is that the proceeds from the sale of 
most stamps will have to be considered an 
outright gain. Purchased property can be 
without a cost basis.* In some cases, it might 
not be possible to prove any purchase at all. 


What amount should be allowed as a loss 
by the Commissioner? If cost cannot be 
proved or even stated correctly, should not 
proceeds from the sale of a collection always 
be considered as a gain in spite of the fact that 
the sale is made below catalogue value or 
below assumed cost? This would be a per- 
plexing result, it must be admitted. How- 
ever, here, too, it is the only logical answer. 
There cannot be a loss on the sale of any 
stamps unless their cost can be definitely 
proved. Only the man with the United 
States postal stamps or the one who bought 
for investment is better off. Mr. Tyler”™ 
knew how much he invested; he knew his loss. 


We are looking for remedies to help the 
man with a hobby, but where does the help 
come from? There is an extraordinary hard- 
ship imposed on a taxpayer who follows the 
advice of men like Franklin D. Roosevelt, 
uses his spare time for a hobby and has 
some pecuniary gain. This situation seems 
to be even more unjustifiable when the tax- 
payer loses his collection by an act of God. 
The man with a hobby does not find any 
consideration from the tax laws. He might 
have spent a lifetime collecting stamps. It 
does not matter. The student that smashes 
the fenders of his car is better off. He can 
claim a casualty loss; the philatelist cannot. 


The analogous application of the principles 
set forth in Whipple v. U. S.* does not pro- 
vide any final remedy. There the taxpayer 
claimed a casualty loss of $10,000 for damage 
to trees surrounding his residence. The evi- 
dence did not deal with the value of the 
trees before and after the storm but with 
the value of the residence as a whole before 
and after the casualty occurred. It was 
proved that the fair sales value of the resi- 
dence decreased by $10,000 because of the 
damage. This method of treating a resi- 
dence made up of a variety of individual 
items as a unit has been affirmed in other 
decisions,” and the following formula for 
figuring the amount of the loss has been 
established: 


Value prior—Value after casualty 


Value prior to casualty 


If the cost is zero, there is no loss, but 
if proof of the cost of certain items in a 


x Cost = Amount of loss 


collection can be submitted, there should 
be some possibility of figuring out a claim 


(Continued on page 982) 





122 Buckwalter, CCH Dec. 6358, 20 BTA 1005 
(1930); Helvering v. Owens, 39-1 ustc {-9229, 
305 U.S. 468 (1939). 

13 Code Sections 111 (b), 113 (b). 

144 Bruton, ‘‘Basis Problems,’’ TAxES—The Tax 
Magazine, October, 1949, p. 881, and cases quoted 
therein. 
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16 Footnote 7. 

161 ustc { 304, 25 F. (2d) 520 (1928). 

17 Davis, CCH Dec. 5075, 16 BTA 65 (1929); 
Grant, CCH Dec. 8613, 30 BTA 1028 (1934). 
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Refund Suits Against Collectors 


By ATWELL J. BROWN © © @ 


© Attorney, Birmingham, Alabama 





Note: Since this article was written, 
Code Section 322 (b) (3) has been 
amended by Public Law 716, Eighty-first 
Congress (H. R. 9120). This amendment, 
in general, provides that if a claim for 
refund is filed more than six months after 
the expiration of the waiver period, the 
amount of refund shall not exceed the 
amount of tax paid during the two years 
immediately preceding the filing of the 
claim. Under Section 322 (b) (3) as it 
formerly existed, if the refund claim was 
filed more than six months after the ex- 
piration of a waiver, the claim could not 
exceed the amount of tax paid within six 
months of the date the claim was filed. 
The amendment makes this period two 
years and permits the filing of claims 
that, otherwise, would be barred, The 
amendment is applicable to taxable years 
beginning after December 31, 1941, and, 
subject to the provisions of the second 
sentence of Section 169 (c) of the Reve- 
nue Act of 1942, it is applicable to taxable 
years beginning after December 31, 1923, 
and before January 1, 1942. 


i HE RIGHT of a taxpayer to maintain 
a suit against a collector for the re- 
covery of an overpayment in tax made to 
him is firmly established.” This right exists 
under the common law and also by statute.” 
As the action is, in theory, personal in 
nature, the taxpayer is entitled to a jury trial.’ 


1 Philadelphia v. The Collector, 5 Wall. 720 
(U. S., 1866); Sage v. U. S8., 1927 CCH f 7184, 
250 U. S. 33 (1919); Smietanka v. Indiana 
Steel Company, 1 ustc § 53, 257 U. S. 1 (1919); 
Union Trust Company v. Wardell, 1 ustc { 62, 
258 U. S. 537 (1922);, Levy v. Wardell, 1 ustc 
163, 258 U. S. 542 (1922); Graham v. Goodcell, 
2 ustc 7653, 282 U. S. 409 (1931); Bankers 
Pocahontas Coal Company v. Burnet, 3 vustc 
1 998, 287 U. S. 308 (1933); George Moore Ice 
Cream Company v. Rose, 3 vustc { 1100, 289 
U. S. 373 (1933); Tait v. Western Maryland 
Railway Company, 3 vustc {1109, 289 U. S. 
620 (1933); Lowe Brothers v. U. 8., 38-1 ustc 
1 9307, 304 U. S. 302 (1938); U. S. v. Bertelsen 
& Petersen Engineering Company, 39-1 ustc 
1 9335, 306 U. S. 276 (1939); Sunshine Anthra- 


Refund Suits Against Collectors 


In order successfully to maintain a suit 
against a collector: 


(a) No appeal must have been taken to 
the Tax Court. 

(b) The tax sought to be recovered must 
have been paid. 

(c) A timely and proper claim for refund 
must have been filed. 

(d) The suit must be filed within the 
statutory period. 

(e) The suit must be brought against the 
proper collector and in the proper district. 


No Appeal to Tax Court 


A taxpayer, against whom the Commis- 
sioner has determined a deficiency, may, 
within ninety days from the date of the 
mailing to him of a notice of such deter- 
mination by registered mail, file a petition 
with the Tax Court for a redetermination of 
the deficiency.* Section 322 (c) of the In- 
ternal Revenue Code expressly provides that 
if a petition for a redetermination is filed with 
the Tax Court, within the proper time, no 
suit for the recovery of any part of the de- 
ficiency will lie.® 


Tax Must Have Been Paid 


As the suit is for the recovery of an over- 
payment of tax, it necessarily follows that 
the amount sought to be recovered must 
have been paid. Payment under protest is 
no longer necessary.° 


cite Coal Company v. Adkins, 40-1 ustc { 9478, 
310 U. S. 381 (1940); U. 8. v. Kales, 41-2 ustc 
1 9785, 314 U. S. 186 (1941); U. S. v. Nunnally 
Investment Company, 42-1 ustc J 9467, 316 U. S. 
258 (1942). 

2 Footnote 1. 

3 Wickwire v. Reinecke, 1 vustc { 265, 275 
U. S. 101 (1927). 

* Code Sections 272 (a) (1), 871 (a) (1), 1012 
(a) (1). If the taxpayer resides outside the 
states of the Union and the District of Colum- 
bia, he has 150 days. 

5See, also, Hilbert v. Johnson, 47-2 ustc 
| 9393, 164 F. (2d) 421 (CCA-2, 1947); Ross v. 
U. S., 48-1 ustc {§ 9163, 75 — ae 725 (Ct. Cis., 
1948), cert. den. 334 U. S. 83 

6 Code Section 3772 (b). 
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It has been held that where a portion of 
an assessed deficiency has been paid, a suit 
can be maintained against the collector for 
its recovery.". The pendency of such a suit 
does not, however, prevent the Commis- 
sioner from collecting the unpaid portion.* 

Payment of Deficiency by Credit Prior to 
August 27, 1949-—The Court of Claims has 
held that the crediting of an overpayment in 
tax for one year against a tax deficiency for 
another year does not constitute a payment 
of the tax to which the overpayment was 
credited.2 On the contrary, the courts of 
‘appeals for those circuits in which the ques- 
tion has arisen hold that the crediting of 
the overpayment does constitute a payment 
of the deficiency to which the overpayment 
was credited.” The Supreme Court, in some 
of its earlier decisions, indicated that the 
crediting of an overpayment to a deficiency 
constituted a payment of the deficiency.” 
However, in Lowe Brothers v. U. S. (38-1 
ustc J 9307, 304 U. S. 302), it specifically 
refused to express an opinion on the question. 
In order to play safe, if the time for filing 
a claim for the year of overpayment has 
not expired, the refund claim should be filed 
for that year. The crediting of the over- 
payment is a matter of defense, a justifica- 
tion for the failure to refund, and not a 
matter which destroys the taxpayer’s cause 
of action or ousts the court of jurisdiction.” 
Where the claim is for the year of overpay- 
ment, the taxpayer may sue the collector in 
the district court and is entitled to a jury. 
If, however, the time for the filing of a claim 
for the year of overpayment has expired, 
but two years have not elapsed from the 
date the overpayment was credited on the 
deficiency for another year, a claim should 
be filed for the year to which the overpay- 
ment was credited. In such a case, suit, if 


1 Sirian Lamp Company v. Manning, 41-2 
ustc { 9753, 123 F. (2d) 776 (CCA-3, 1941). 

8 Footnote 7. 

®* Parks & Woolson Machine Company v. 
U. 8., 3 ustc 7 952, 58 F. (2d) 868 (Ct. Cls., 
1930); Rosenstadt & Waller, Inc. v. U. 8., 4 
ustc 91297, 7 F. Supp. 287 (Ct. Cls., 1934); 
Breene v. U. 8., 4 ustc § 1353, 8 F. Supp. 730 
(Ct. Cls., 1934); First National Bank of Beaver 
Falls v. U. 8., 7 F. Supp. 600 (Ct. Cls., 1934). 

10 Routzahn v. Reeves Brothers Company, 3 
ustc { 974, 59 F. (2d) 915 (CCA-6, 1932), cert. 
den. 287 U. S. 650; U. S. v. John Gallagher Com- 
pany, 36-1 ustc { 9227, 83 F. (2d) 368 (CCA-6, 
1936); U. 8S. v. Piedmont Manufacturing Com- 
pany, 37-1 ustc { 9220, 89 F. (2d) 296 (CCA-4, 
1937); U. 8. v. Botany Worsted Mills, 382 
ustc § 9492, 98 F. (2d) 880 (CCA-3, 1938); Com- 
missioner of Internal Revenue v. Newport In- 
dustries, 41-2 ustc { 9574, 121 F. (2d) 655 
(CCA-7, 1941). 

uU, 8. v. Swift & Company, 2 ustc { 659, 
282 U. S. 468 (1930); McHEachern v. Rose, 37-2 
ustc J 9531, 302 U. S. 56 (1937). 
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possible, should be brought against the 
United States in the district court.“ The 
taxpayer would not be entitled to a jury 
trial. 


Payment of Deficiency by Credit After Au- 
gust 27, 1949.—The Technical Changes Act 
of 1949” amended Section 3772 of the Code 
by adding subsection (e) which provides 
that, for the purpose.of any suit for refund, 
the credit for an overpayment shall be deemed 
a payment to the collector in office at the 
time such credit is made. Therefore, if after 
August 27, 1949, an overpayment for one 
year is credited to a deficiency for another year, 
a claim for refund may be filed for the 
year to which the overpayment is credited, 
the collector in office at the time the credit 
was applied may be sued, and the taxpayer 
is entitled to a jury trial. 


Claim for Refund 


The timely filing of a proper claim for 
refund is an absolute condition precedent.” 
A separate claim for each year involved must 
be filed on Form 843” with the collector for 
the district in which the tax was paid. 


Time for Filing—If no waiver has been 
executed by the taxpayer, the claim may be 
filed within three years from the due date 
of the return or within two years from the 
date the amount claimed was paid, which- 
ever date is later.* If the taxpayer has exe- 
cuted a waiver and the claim is filed prior 
to the expiration of six months from the ex- 
tended date,” the claim may include that 
portion of the tax which could have been 
recovered had the claim been filed on the 
date the waiver was executed, plus any pay- 
ments made from the date the waiver was 
executed to the date the claim was filed.” 


2U. §. v. Jaffray, 39-1 ustc { 9335, 306 U. S. 
276 (1939). 

13 If the amount sought to be recovered, with 
interest thereon, does not exceed $10,000, the 
Suit may be brought in the district court 
against the United States. If, however, the 
amount exceeds $10,000, the suit must be 
brought in the Court of Claims. 28 USC 1346. 
Where the tax is paid by credit, the collector 
is not considered as having collected it. See 
footnote 32. 

14 28 USC Section 2402. 

% Section 9 (b) of the Act of August 27, 1949 
(P. L. 271), 81st Congress, 1st Session. 

16 Code Section 2772 (a) (1); U. 8S. v. Felt 
é& Tarrant Manufacturing Company, 2 ustc { 708, 
283 U. S. 269 (1931). 

1% Regulations 111, Section 29.322-2. 

18 Code Section 322 (b) (1). 

1” The extended date is the last day the Com- 
missioner could make an assessment. 

2 Code Section 322 (b) (3). 
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If, however, the claim is filed more than six 
months after the extended date, recovery is 
limited to that portion of the tax paid within 
six months of the filing date.” 


Contents of Claim—Regulations 111, Sec- 
tion 29.322-3, provides that claims for re- 
funds must set forth in detail and under oath 
“each ground upon which a refund is claimed, 
and the facts sufficient to apprise the Com- 
missioner of the exact basis thereof.” Some 
courts hold that no facts may be introduced 
at the trial which were not contained in the 
claim,” while others hold the taxpayer is not 
limited to the facts set forth in his claim but 
may introduce additional evidence in sup- 
port of the grounds set forth therein™ As 
the Supreme Court has not passed upon this 
question, it would seem the better part of 
wisdom to set forth the facts supporting the 
grounds for refund. 


Suit Must Be Filed 
Within Statutory Period 


Suit cannot be filed prior to the expira- 
tion of six months from the date the claim 
was filed, unless the Commissioner rejects 
the claim, in which event suit can be brought 
immediately following the rejection. No 
suit can be brought after the expiration of 
two years from the date the Commissioner 
mails to the taxpayer, by registered mail, a 
notice of the disallowance, in whole or in 
part, of the claim.* The statute of limita- 





21 For example, assume the waiver extended 
the time for the making of a deficiency to 
March 15, 1950, and the Commissioner assessed 
a deficiency of $10,000 on March 10, 1950. The 
taxpayer paid $5,000 March 20, $2,000 May 20 
and $3,000 June 10, 1950. A refund claim is 
filed December 1, 1950. Taxpayer could claim 
only the $3,000 payment made June 10, 1950. 

2 Samara v. U. S8., 42-2 ustc § 9584, 129 F. 
(2d) 594 (CCA-2, 1942), cert. den. 317 U. S. 
686; London Weatherproofs, Inc. v. U. 8., 43-2 
ustc | 9643, 52 F. Supp. 1022 (DC N. Y., 1943), 
aff'd 45-1 ustc { 9237, 148 F. (2d) 340 (CCA-2, 
1945), cert. den. 326 U. S. 729; Caldwell Sugars, 
Inc. v. U. 8., 44-1 ustc { 9264, 54 F. Supp. 544 
(Ct. Cls., 1944); Blum Folding Paper Box Com- 
pany, CCH Dec. 14,395, 4 TC 795 (1945); Vica 
Company, CCH Dec. 14,695, 5 TC 535 (1945); 
Monarch Cap Screw & Manufacturing Company, 
CCH Dec. 14,861, 5 TC 1220 (1945); Lows F. 
Hall & Company, Inc. v. U. 8., 45-1 ustc {| 9236, 
148 F. (2d) 274 (CCA-2, 1945); David Usdan v. 
U. 8., 45-1 ustc {| 9238, 148 F. (2d) 341 (CCA-2, 
1945); Compare Jaubert Brothers Inc. v. U. 8., 
44-1 ustc {| 9222, 141 F. (2d) 206 (CCA-5, 1944). 

22 Snead v. Elmore, 3 ustc § 961, 59 F. (2d) 
312 (CCA-5, 1923); Bethlehem Baking Company 
vw. U. 8., 42-2 ustc 9563, 129 F. (2d) 490 
(CCA-3, 1942); Rogan v. Ferry, 46-1 ustc 
10,262, 154 F. (2d) 974 (CCA-9, 1946); Paul 
Jones & Company v. Lucas, 1 vustc { 424, 33 
F. (2d). 907 (DC Ky., 1929), aff'd 5 ustc J 1538, 
64 F. (2d) 1016 (CCA-6, 1929); Hutzler Brothers 
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tions cannot be waived by counsel for the 
government.” 


Suit Against Proper Collector 
in Proper District 


Suit must be brought against the person 
who was the collector for the district in which 
the tax was paid at the time it was paid.” 
If there was, at the time of payment, no duly 
appointed collector, the suit must be brought 
against the person who was the acting col- 
lector.* The fact that the collector who was 
in office at the time the tax was paid is not 
in office at the time the suit is filed makes 
no difference; he is still the proper party 
defendant.” The actual collection of an 
overpayment by the collector is the sine qua 
non of jurisdiction.” The successor to the 
collector who collected the overpayment 
cannot be sued.” If the tax sought to be 
recovered was paid by crediting to it, prior 
to August 27, 1949, an overpayment of tax 
for another year, the collector cannot be 
sued.” As hereinabove stated, the only way 
the collector can be sued in such a situation 
is by the filing of a claim and a suit for the 
year of overpayment.” If, however, the tax 
sought to be recovered was paid after Au- 
gust 27, 1949, by the crediting to it of an 
overpayment of tax for another year, the 
collector in office at the time the overpay- 
ment was credited may be sued.“ The suit 
must be brought in the judicial district in 
which the collector who was in office at the 


Company v. U. 8., 40-2 ustc J 9563, 33 F. Supp. 
801 (DC Md., 1940); Bullock’s Inc. v. U. S8., 
42-1 ustc { 9303, 43 F. Supp. 861 (DC Calif., 
1942); Frank v. U. 8., 45-2 ustc { 9437, 62 F. 
Supp. 860 (Ct. Cls., 1945), cert. den. -328 U. S. 
851; Fidelity & Columbia Trust Company v. 
Lucas, 1925 CCH { 7119, 7 F. (2d) 146 (DC 
Ky., 1925); Jaubert Brothers Inc. v. U. &., 
footnote 22. 

24 Code Section 3772 (a) (2). 

23 Footnote 24. 

7% Wallace v. U. S., 44-1 ustc § 9205, 142 F. 
(2d) 240 (CCA-2, 1944), cert. den. 323 U. S. 712. 

2 Smietanka v. Indiana Steel Company, Union 
Trust Company v. Wardell, Lowe Brothers v. 
U. S., U. 8. v. Bertelsen & Petersen Engineering 
Company, U. 8. v. Kales and U. 8S. v. Nunnally 
Investment Company, footnote 1. 

*% Columbus Circle Arcade Company v. Ped- 
rick, 48-2 ustc § 9321, (DC N. Y., June 28, 1948); 
Powell v. U. S. & Henricksen, 41-2 ustc { 9742, 
123 F. (2d) 472 (CCA-9, 1941). 

2 Warner v, Walsh, 1927 CCH { 7255, 24 F. 
(2d) 449 (DC Conn., 1927); Warner v. Walsh, 
— {| D-8330, 27 F. (2d) 952 (DC Conn., 

% Lowe Brothers v. U. 8., footnote 1. 

31 Smietanka v. Indiana Steel Company, Union 
Trust Company v. Wardell and Levy v. Wardell, 
footnote 1. 

3% Lowe Brothers v. U. 8., footnote 1. 

3%3 Lowe Brothers v. U. 8., footnote 1. 

% Code Section 3772 (e). 








time of payment resides at the time the suit 
is filed.” The suit is against the person and 
not against the person “as Collector of In- 
ternal Revenue.” ™ 


Deceased Collector—The cause of action 
against a collector survives his death.” It is 
expressly provided by statute that if the 
cause of action survives, on the death of the 
party, the cause may be revived against his 
personal representative within two years 
from the date of his death. However, it must 
be revived prior to the final settlement and 
distribution of the assets of his estate.™ 


If the collector dies prior to the filing of 
suit against him, the action may be brought 
against his personal representative, since the 
cause of action survives.” 


In most, if not all, states there are statutes 
providing that if a claim is not filed against 
the estate of a deceased person within a 
certain time, no action can be maintained 
against his personal representative. As the 
liability of the collector is personal in na- 
ture, it might be argued that unless such a 
claim were filed, a suit could not be main- 
tained against the personal representative 
of the deceased collector. There appears to 
be no case on this point and it does not ap- 
pear that this question has ever been raised 
by the government. It is believed that such 
a defense could not be successfully raised 
for the reason that a state court has no power 
to determine an overpayment of a federal 
tax and the amount thereof.” The filing of 
such a claim would serve no useful purpose. 
Where, however, prior to the institution of 
the suit, the estate of the deceased collector 
has been finally settled and all of its assets 
distributed, it would seem clear that no suit 
could be maintained against the discharged 
personal representative or against the dis- 
‘tributees of the assets of the estate. In such 
a case, the taxpayer would be forced to file 
suit against the United States and, there- 
fore, would not be entitled to a jury trial. 


%5 28 USC Section 1391. 

% Graham v. Goodcell, George Moore Ice 
Cream Company v. Rose and Tait v. Western 
Maryland Railway Company, footnote 1. 

% Patton v. Brady, 184 U. S. 608; Smietanka 
v. Indiana Steel Company and Union Trust Com- 
pany v. Wardell, footnote,1. 

38 28 USC Section 778. 

* Footnote 37. 

# See Anderson, ‘‘Federal Tax Suits in State 
Courts,’””’ TAXES—The Tax Magazine, Decem- 
ber, 1948, p. 1144. 

“37-1 ustc { 9218, 89 F. (2d) 175 (CCA-2, 
1937), cert. den. 302 U. S. 707. 

42 Code Section 813 (b) provides for a credit 
against the state tax of eighty per cent of 
the basic federal estate tax, where the state 
tax is at least that amount. 


Where Tax Paid in Amount Shown by Re- 
turn.—In a case where the taxpayer paid the 
tax shown to be due on his return but, be- 
cause of some error, change of law or con- 
struction, he paid more than he actually 
owed, he may file a claim for refund and 
later sue to recover the overpayment. In 
such a case, could the collector be sued? 
Applying the common-law theory of such a 
suit, it would seem a suit could not be main- 
tained against the collector. Certainly the 
collector did not illegally demand and re- 
ceive money not due, as the taxpayer’s own 
return showed the amount paid was due. 
The only case touching on this point is 
Hammond-Knowlton v. Hartford-Connecticut 
Trust Company,“ in which suit was brought 
against the collector for an estate tax re- 
fund based on the credit for state inheritance 
taxes which had been paid after the federal 
estate tax had been paid without the credit 
for the state’s share of the basic estate tax.” 
On appeal for the first time, the collector 
argued that the suit against him could not 
be maintained because the tax collected was 
not excessive when paid. The court accepted 
this argument and held that the subsequent 
payment of the state’s share of the basic tax 
did not make the federal tax excessive ab 
initio and that the error, if any, was not that 
of the collector but that of the Commis- 
sioner in disallowing the credit. This doc- 
trine could be applied to all cases where the 
tax paid was the tax shown due by the tax- 
payer’s return. It could also be applied to 
carry-backs. This point does not appear to 
have been raised in other cases. 


Form of Action and Complaint—The ac- 
tion is equitable in nature; it is the lineal 
successor of the common court in indebtitatus 
assumpsit for money had and received.* The 
rules and procedure governing civil action 
are, in general, applicable. The complaint 
should allege: the jurisdictional facts; “ the 
amount,” nature“ and basis (grounds) of 
the claim;“ that the amount sought to be 


* Stone v. White, 37-1 ustc { 9303, 301 U. S. 
532 (1937); U. 8. v. Nunnally Investment Com- 
pany and Sage v. U. 8., footnote 1; Lewis v. 
Reynolds, 3 ustc { 856, 284 U. S. 281 (1932). 

* Rule 8 (a) of the Rules of Civil Procedure 
for the District Courts of the United States 
and Rule 10 of the Rules of the Court of 
Claims of the United States. 

* Daniels & Fisher Stores v. U. 8., 1932 CCH 
19140, 56 F. (2d) 477 (Ct. Cls., 1932); Atlanta 
Casket Company v. Rose, 1928 CCH { D-8044, 
22 F.. (2d) 800 (CCA-5, 1927). 

% Daniels & Fisher Stores v, U. 8., footnote 
45; James A. Hearn & Sons v. U. 8., 1934 
CCH .{ 9507, 8 F. Supp. 698 (Ct. Cls., 1934) 
cert. den. 294 U. S. 722. 

“1 James A. Hearn & Son v, U. 8., footnote 46. 
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recovered constitutes an overpayment of 
tax; the timely filing of a claim for refund;” 
and facts showing that the suit was brought 
within the proper time.” As above stated, 
the collector is sued as an individual and 
not “as collector.” ™ 


Proof.—There is a presumption that the 
taxes sought to be recovered were rightfully 
collected upon assessments correctly made 
by the Commissioner. Therefore, the burden 
rests upon the taxpayer to prove all facts 
necessary to establish the illegality of the 
collection.” The ultimate question presented 
is whether the taxpayer has overpaid his tax. 
This involves a redetermination of the en- 
tire tax liability, and while no new assess- 
ment can be made after the statute has run, 
the taxpayer, nevertheless, is not entitled to 
a refund unless he has overpaid his tax. In 
other words, the burden is on the taxpayer 
to prove his correct tax liability for the year 
involved, and he is not entitled to recover 
unless the tax paid by him,for the year in- 
volved exceeds his correct tax liability for 
that year.” No recovery may be had if the 
claim for refund does not set forth the proper 
ground on which the taxpayer is entitled to 
recover.” 


Certificate of Probable Cause.—Section 2006 
of Title 28 of the Code provides that no ex- 
ecution shall issue against the collector on 


a final judgment for the recovery of any 
money exacted by him and subsequently 
paid into the Treasury if the court certifies 
that probable cause existed, and when such 
certificate has been issued, the amount of 
the judgment shall be paid out of the proper 
appropriation by the Treasury. Therefore, 
in order to convert the judgment against the 
collector to one, in effect, against the United 
States, the taxpayer should have the court 
sign a certificate of probable cause.™ 


Claim for Judgment.“—Claim for the amount 
of the judgment should be filed on Form 
843 directly with the Commissioner of In- 
ternal Revenue in Washington, D. C. Two 
certified copies of the final judgment and a 
copy of the certificate of probable cause 
must be attached. If any court costs are 
claimed, an itemized bill of the court costs 
paid, receipted by the clerk of the court, 
should also be attached to the claim. A 
judgment will not be paid until the period 
for appeal has expired, unless a stipulation, 
signed by both parties to the suit, waiving 
the right to appeal, has been filed with the 
clerk of the court. Two certified copies of 
such waiver must be furnished the Commis- 
sioner. If the case was appealed, two certi- 
fied copies of the mandate of the appellate 
court must be attached to the claim. 


[The End] 


“Corporate profits after taxes at the present time are accumulating at the 
excessive rate of almost $25 billion per year. The Government should enact 
an adequate excess profits tax which would prevent profiteering, help pay our 
increased defense costs and avoid increases in the national debt. We cannot wait 
for 1951. A real excess profits tax must be enacted now.”—From the Economic 
Policy Statement passed by the CIO Executive Board on August 29. 





*® Lewis v. Reynolds, footnote 43; Standard 
Stoker Company, Inc. v. U. 8., 45-2 ustc J 9406, 
62 F. Supp. 404 (Ct. Cls., 1945); Reid Gas 
Engine Company v. Lewellyn, 42-1 ustc { 9235, 
42 F. Supp. 895 (DC Pa., 1942); Union Barge 
Line Corporation v. U. 8., 42-1 ustc { 9326, 43 
F. Supp. 251 (DC, Pa.); Untermyer v. Bowers, 
35-2 ustc { 9494, 79 F. (2d) 9 (CCA-2, 1935); 
National Park Bank of New York v. U. &., 
5 ustc 1 1600, 65 F. (2d) 415 (CCA-2, 1933). 

® U, 8. v. Chicago Golf Club, 36-2 ustc { 9380, 
84 F. (2d) 914 (CCA-7, 1936); Stimpson Com- 
puting Scale Company v. Lucas, 1930 CCH 
§ 9282, 39 F. (2d) 473 (DC Ky., 1927); James 
A. Hearn & Company v. U. S8., footnote 46; 
Jewett & Company v. U. S., 37-1 ustc { 9077, 19 
F. Supp. 363 (DC N. Y., 1937). 

50 Reeves Steel Construction Company v. 
Weiss, 41-1 ustc { 9461, 119 F. (2d) 472 (CCA-6, 
1941), cert. den. 314 U. S. 677; U. 8. v. Chicago 
Golf Club, footnote 49; U. 8S. v. Mahoning Coal 
Railroad Company, 51 F. (2d) 208 (CCA-6, 
1931), 54 F. (2d) 922 (CCA-6, 1932), cert. den. 
285 U. S. 559. 

51 Footnote 36. 

5: U. 8. v. Anderson, 1 ustc {§ 155, 269 U. S. 
422 (1926); Reinecke v. Spaulding, 2 ustc { 452, 
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280 U. S. 227 (1928); Niles Bement Pond Com- 
pany v. U. 8., 2 ustc J 518, 281 U. S. 357 (1930); 
Phillips v. Dime Trust & Safe Deposit Com- 
pany, 2 ustc f 827, 284 U. S. 160 (1931); New 
Colonial Ice Company v. Helvering, 4 ustc 1292, 
292 U. S. 435 (1934); Helvering v. Taylor, 
35-1 ustc J 9044, 293 U. S. 507 (1934). 

53 Assume the return showed a tax liability 
of $10,000, which was paid. A deficiency of 
$5,000 was later assessed and paid by taxpayer 
who filed a claim for a refund of the $5,000 
and later a suit to recover same. Assume that 
the basis on which the Commissioner assessed 
the deficiency was erroneous and that, there- 
fore, taxpayer did not owe the $5,000. Assume 
that because of other facts, taxpayer did owe 
an additional tax of $10,000 but that the as- 
sessment thereof was barred. The taxpayer 
could not recover and neither could the gov- 
ernment. 

54 Footnotes 22 and 23. 

5 In a proper case the court may refuse to 
issue such a certificate. See Toledo Edison 
Company v. McMaken, 39-1 ustc { 9447, 103 F. 
(2d) 72 (CCA-6, 1939), cert. den. 308 U. S. 569. 

53¢ Regulations 111, Section 29.322-4. 
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WHAT TO PROVE 


IN A SECTION 721 CASE 


TOTAL RELIEF IS AS ELUSIVE AS PERFECTION ITSELF— 





fore comparatively recent and steadily 
growing number of cases involving Sec- 
tion 721 of the Internal Revenue Code as 
a method of getting relief from excess prof- 
its taxes has caused taxpayers and counsel 
to give closer scrutiny to the quantum of 
proof requisite to obtaining relief thereunder. 
The inescapable conclusion to be drawn 
from a study of Section 721 cases is that 
success can come only as the result of great 
care in the marshaling of facts, accounting 
data and miscellaneous information, and 
an abundance of prudence in their presenta- 
tion to the Tax Court by direct testimony, 
stipulation and exhibits. 


To establish its right to relief under the 
section, the taxpayer has the burden of 
proving, in general, three basic elements 
which may be summarized as follows: (1) 
that it had income which is within a “class” 
described by Section 721(a)(2),’ the amount 
thereof, and that such income was abnormal 
either in type (in that it was received for 
the first time) or in amount (in that it was 
in excess of 125 per cent of the average 
amount of gross income of the same class 
for the four previous taxable years); (2) that 
the taxpayer had “net abnormal income,” 
which is defined by Section 721(a)(3) to 
mean the amount of the abnormal income 
less certain deductions therefrom; and (3) 


1 Although Section 721 (a) (2) itemizes five 
separate classes of income, most cases have 
arisen under subsection (C) involving income 
‘‘resu'ting from exploration, discovery, prospect- 
ing, research, or development of tangible prop- 
erty, patents, formulae, or processes, or any 
combination of the foregoing, extending over a 
period of more than 12 months,’’ and it is with 
that class that we are primarily concerned. 

2W. B. Knight Machinery Company, CCH Dec. 
15,038, 6 TC 519 (1946); Rochester Button Com- 
pany, CCH Dec. 15,321, 7 TC 529 (1946): Ramsey 
Accessories Manufacturing Corporation, CCH 
Dec. 16,303, 10 TC 482 (1948). 


that some part of the “net abnormal income” 
is attributable not to the current year but 
to prior years.” 

What is hereinbelow set forth in outline 
form represents*a composite of the factual 
data discussed and exhibits introduced into 
evidence in Section 721 cases considered by 
the Tax Court.’ Accordingly, close adher- 
ence thereto by a taxpayer should produce 
a maximum of relief. Anything short of 
maximum adherence may be expected to 
produce a proportionate diminution in the 
measure of relief, or no relief at all. 


Facts for Tax Court 


Oral testimony and stipulations should be 
directed to bringing the following facts be- 
fore the Tax Court: 


(1) Complete history of taxpayer. 


(a) Where incorporated; where principal 
office is located. 


. 


(b) Different plants: where located. 
(c) Subsidiaries; predecessors. 


(2) Detailed descriptions of plant and 
equipment, before and during taxable year 
in question. 


(a) Construction of buildings. 
(b) Whether rented or owned. 


3 W. B. Knight Machinery Company, Rochester 
Button Company and Ramsey Accessories Manu- 
facturing Corporation, all cited at footnote 2; 
Soabar Company, CCH Dec. 15,215, 7 TC 89 
(1946); Hitel-McCullough, Inc., CCH Dec. 16,171, 
9 TC 1132 (1947); Keystone Brass Works, CCH 
Dec. 16,922, 12 TC 618 (1949); Pantasote Leather 
Company, CCH Dec. 16,926, 12 TC 635 (1949); 
Morrisdale Coal Mining Company, CCH Dec. 
17.208, 13 TC 448 (1949); Steel or Bronze Piston 
Ring Corporation, CCH Dec. 17.254. 13 TC 636 
(1949). See CCH Federal Tax Reports { 5140A, 
{ 5140A-2, for earlier cases on Section 721 
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(c) Square footage occupied. 

(d) Type of equipment and machinery in 
use. 

(e) General physical aspects of above. 

(f) Number of employees, their general 
classifications and duties, and changes over 
the years. 


(3) Detailed description of standard prod- 
ucts and operations of taxpayer. 

(a) Business engaged in by taxpayer prior 
to taxable year in question. 

(b) Items and products manufactured— 
and business classification thereof. 

(c) Operations with respect to each item 
or product. 

(d) Type of merchandise purchased, op- 
erations performed on it, and finished prod- 
ucts. 

(e) Type of patents, processes and for- 
mulae under which operating. 

(f) Use to which the foregoing products 
and items were put. 

(g) Changes in type of products manu- 
factured over the years. 

(h) Analysis of orders, output and sales 
volume on standard products. 

(i) Taxpayer’s competitive position in the 
field: percentage of taxpayer’s output and 
sales to total output and sales in the industry. 


(4) Detailed history in the industry in 
general of the items or products. 


(a) When production or manufacture 
started. 


(b) Where it started. 
(c) Domestic and foreign improvements. 


(d) Need for greater improvements—giv- 
ing rise to necessity for additional research 
and development. 


Section 721 





(5) Detailed history and description of 
research and development of items in ques- 
tion (embracing all facts stated in the peti- 
tion to the Tax Court). 


(a) When research and development started. 


(b) Reasons underlying research and de- 
velopment. 


(c) What taxpayer hoped to accomplish 
thereby. 


(d) Full description of all experiments, 
formulae, processes and specifications. 


(e) What new types of equipment were 
developed in conjunction with research and 
development of items in question and what 
new equipment was purchased. 


(f) Whether the research and equipment 
had any relationship to taxpayer’s activities 
or were completely new and different. 


(g) Type of personnel engaged in research 
and development: scientists, consultants, re- 
search workers, assistance of universities en- 
listed, special assignments and projects, etc. 


(h) How long the foregoing research and 
development lasted (should exceed twelve 
months). 


(1) Patent applications itemized and ac- 
tion taken thereon, as a result of foregoing 
research and experimentation. 


(j) Tangible results accomplished from 
the foregoing, i. e., orders, output and ship- 
ments of products developed. 


(k) Companies other than taxpayer sup- 
plying the product or a similar one. 


(1) Customers for the products, both mil- 
itary and otherwise. 


(m) Must show a developed product (not 
synonymous with an invented product). 


(6) Proof of abnormal gross income dur- 
ing taxable years. 


(a) Must show abnormality in type or 
amount. 


(b) Prove abnormality in type by anal- 
ysis of all classes of income theretofore re- 
ceived and show that income of the type 
now involved comes from a product or class 
of products heretofore nonexistent. 


(c) Show abnormality in amount of the 
class of income by showing that it exceeds 
125 per cent of the average gross income 
for the same class over previous four years 
(or fewer, if taxpayer is in existence fewer). 


(d) Essential to foregoing is proof of: 
(i) all (or principal) products previously 
dealt in; (ii) sales and income from such 
products; (iii) products developed through 
research and experimentation; (iv) income 
derived directly from such developed prod- 
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ucts; and (v) income from the manufactur- 
ing processes and sale of such products. 


(7) Proof of net abnormal income. 


(a) Abnormal gross income hereinabove 
proved must be reduced by (i) 125 per cent 
of the average gross income from same class, 
and (ii) direct costs and expenses attributable 
to the development and research (which are 
deductible in determining normal tax net 
income) which gave rise to the abnormality 
in income. 

(b) Prove the costs and expenses by show- 
ing same reflected on books and records, 
and show how they arose, e. g., direct labor, 
supplies, etc. 


(c) Describe accounting procedure in re- 
flecting the items on the books, e. g., stand- 
ard cost system, job order system, modifica- 
tion of either, etc. 


(8) Attribution of net abnormal income to 
other years. 


(a) The abnormal income will be at- 
tributed to the years of development and 
research in the same proportion as the 
amount of direct costs and expenses in the 
particular year bears to the total amount 
of such costs and expenses. 


(b) According to Regulations 112, Sec- 
tions 35.721-3 and 35.721-8, attributions will 
be precluded to the extent to which any 
item of net abnormal income is due to (i) 
high prices for the product; (ii) low operat- 
ing costs; (iii) increased sales due to in- 
creased demand by reason of improvement 
in business conditions; (iv) decreased com- 
petition in the type of product sold by the 
taxpayer; (v) investment by the taxpayer in 
assets, tangible or intangible, employed in 
or contributing to the production of such 
income; (vi) the research and development 


activities carried on by a predecessor tax- , 


- payer; (vii) the manufacturing, marketing 
or mining operations of the taxpayer, e. g., 
activities other than research and development. 


(c) Other factors militating against exist- 
ence of abnormality due solely to develop- 
ment and research are (i) better manage- 
ment; (ii) salesmanship; (iii) increase in 
plant, equipment and capacity; and (iv) ac- 
quisition of other businesses. 

(d) In short, it must be proved that the 
abnormality in income is not due to any of 
the foregoing factors, as such, but solely 
to development and research. 


(e) Show that the entire output of 
product would have been consumed in a 
peacetime economy: (i) show general busi- 
ness indices; (ii) show that income from 
products in question would have been as 


great in peacetime; (iii) explain falling off 
in sales of products in postwar years, e. g., 
it may be caused by stockpiles and reserves. 


(f) Consider reductions of net sales from 
development by renegotiation. 


Exhibits 


The potential exhibits in a Section 721 
case may include the following: 


(1) All relevant tax returns (income, 
excess profits). 


(2) Profit and loss statements bearing 
on the years in question. 


(3) All accounting books and records 
(journals, ledgers, job orders, cost records). 


(4) Schedule of all sales by years segregat- 
ing all products by quantities (if available) 
and by dollar amount and showing: 


(a) Gross sales. 

(b) Returns and allowances. 

(c) Net sales. 

(d) Cost of goods sold, showing all 
details, e. g., (i) materials, (ii) direct labor, 
(iii) purchases for resale, (iv) manufactur- 
ing expenses, including research and de- 
velopment and (v) deductible items, such 
as discounts earned, sales of scrap and 
waste, sales of raw materials, etc. , 

(e) Gross profit. 

(f) Selling, administrative and general 
expenses, and other indirect costs, detailed 
as to each and segregated as to all products. 


(g) Operating profit (or loss). 

(h) Other deductions. 

(i) Net profit (or loss) before federal taxes. 

(j) Reconcilement to taxable net income 
(or loss) as shown by tax returns filed. 

(k) Taxable income (or loss) per returns. 


(5) Schedule of new plant and new 
equipment purchased for the manufacture 
or processing of new products which are 
the result of the research and development 
in question. 

(6) Schedule of business factors or 
indices reflecting general improvement in 
industry as to standard products. 


(7) Attribution schedules (which are 
not evidentiary but are for the assistance 
of the court). 


As already indicated, complete coverage 
of the foregoing items, in all their ramifica- 
tions, should constitute the perfect case and 
should result in total relief. A study of 
Section 721 cases demonstrates, however, 
that total relief as a result is as elusive as 
perfection itself. This is not to imply, 
nevertheless, that it is impossible of attain- 


ment. {The End] 
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Tax Accounting Problems 


of a Landowner’s Oil and Gas Lease 


By JOHN F. Y. STAMBAUGH 


THE AUTHOR RECENTLY DELIVERED A PAPER ON THIS SUBJECT 
BEFORE THE SOUTHERN STATES ACCOUNTING CONFER- 


ENCE AT EDGEWATER GULF, MISSISSIPPI. 


HE IS RESIDENT 


PARTNER, FRAZER AND TORBET, CPA's, TULSA, OKLAHOMA 


HERE ARE MANY and varied problems 

arising out of oil and gas transactions, 
but the principal problem originates from 
the granting and assigning of oil and gas 
rights and the classifying of these rights 
as between sales and exchanges on one hand 
and leases and subleases on the other. The 
necessity of determining the applicability 
of the capital gain and loss provisions to 
sales of oil and gas interests makes it 
mandatory to classify the interest conveyed 
to determine whether the property trans- 
ferred is a capital asset as defined in the 
statute. The voluminous arrangements for 
disposition and acquisition of oil and gas 
properties and for participation in their pro- 
duction and earnings make it extremely dif- 
ficult to summarize the applicability of the 
capital gain and loss provisions to the 
various types of transfers and to make any 
conclusive statement. There can be no ques- 
tion, however, as to the basic principle that 
the production of petroleum is an income- 
producing operation and is not a conversion 
of a capital asset. 


An assignment by the landowner of the 
working interest usually represents a leasing 
arrangement if the landowner retains in the 
property an economic interest which con- 
tinues over the life of the property.’ In 
the event that he retains no such interest, 
the assignment is, in reality, a sale.” The 
initial consideration that the lessee gives to 


1 Burton-Sutton Oil Company, Inc. v. Com- 
missioner, 46-1 ustc { 9243, 328 U. S. 25 (1946). 

2 McLean v. Commissioner, 41-2 ustc { 9553, 
120 F. (2d) 942 (CCA-5, 1941); Cullen v. Com- 
missioner, 41-1 ustc 19364, 118 F. (2d) 651 
(CCA-5, 1941). 
“3G. C. M. 22730, 1941-1 CB 214; S. M. 3322, 
IV-1 CB 112 (1925). 
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the landowner for the working interest is called 
a bonus, In the event that the assignment 
of a mineral interest is in consideration of 
the development of the property, the as- 
signor is considered to have realized no gain 
or loss but merely an enhancement in value 
of the interest retained.® 


Where the lease or instrument provides 
for a royalty interest, that is, a right to 
receive a specified percentage of all oil and 
gas produced during the term of the lease, 
or cash bonus payments which are received 
as advance royalties, such income does not 
represent capital gain.‘ It would appear 
that this would be true in spite of the fact 
that, in such a lease or agreement, the holder 
of the royalty interest is deemed to have an 
economic interest in the oil in place. Income 
from a portion of the net profits derived 
from the developing of oil and gas properties 
does not normally represent capital gain. 


Proceeds received from production by 
holders of oil payments are ordinary income 
and not capital gain. The proceeds from 
a sale of an oil payment for a consideration 
also normally are considered ordinary in- 
come (see I. T. 4003, 1950-8-13331 (page 2) ). 


The landowner, generally, has several dif- 
ferent alternative methods of securing 
income from oil and gas deposits under his 
land. He may sell his land outright in fee 
simple. He may retain the surfaces and 


* Burnet v. Harmel, 3 ustc $990, 287 U. S. 
103 (1932). 

5 Helvering v. Bankline Oil Company, 38-1 
ustc {§ 9154, 303 U. S. 362 (1938), quoted in 
Anderson v. Helvering, 40-1 ustc { 9479, 310 
U.S. 404 (1940). 

6 Pettit v. Commissioner, 41-1 vustc { 9337, 
118 F. (2d) 816 (CCA-5, 1941), cert. den. 314 
U. S. 634. 
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The Senate Finance Committee on August 22, 1950, in its report on the 
Revenue Act of 1950, added a new subsection (n) to Section 117 of the Code that 
would affect the treatment of assignments of certain oil, gas and mineral rights. 


This subsection would provide, in substance, that where a person owns an 
economic interest in oil, gas or minerals and sells the right to take oil, gas or 
minerals produced from such property until a specified quantity has been 
obtained, the proceeds he receives from such assignment shall be treated as 
proceeds from the sale or exchange of a capital asset. 


The committee stated: “. .. under the existing law, as interpreted by the 
Bureau of Internal Revenue, if a person sells the right to obtain a stated 
amount of production from an oil, gas or mineral property, while retaining 
a continuing interest in such property, the amount received is treated as 
ordinary income.” The committee’s view, however, was explained to be “that 
when an owner of an oil well agrees to sell a specified number of barrels of 
oil but of future production, he is in reality selling a part of his interest in 





the oil property rather than realizing ordinary income.” 


The committee pointed out, however, that this would not apply to assign- 
ments measured in money nor to assignments for the development of prop- 
erty. The amendment was intended to apply to the consideration received 
for assignments of rights, such as oil payment rights, whether long- or short-lived. 





the landowner’s one-eighth royalty and 
assign the working interest for a cash con- 
sideration. He may receive money for ex- 
ploratory rights granted to an oil company. 
He may, after having leased his property, 
receive delay rental payments. He may 
make arrangements to receive minimum 
royalties or percentages of profits or to 
engage in any number of plans and proce- 
dures for the disposition of interests in his 
oil and gas properties and for participation 
in their production and earnings. 

It would, perhaps, aid in the understand- 
ing of the many complexities and the generally 
recognized solutions to look at _ these 
problems individually as they affect the 
landowner. 


Sale of All Minerals 


The landowner makes an outright sale of 
all oil and gas in place (does not reserve 
a continuing interest in the minerals). Any 
difference between the proceeds and the 
basis of such mineral rights is a capital gain 
or loss, provided, however, that the tax- 
payer is not in the business of buying and 
selling mineral rights." To determine his 
basis in the mineral rights, the landowner 
should apportion his total costs between 
the mineral rights and the surface rights in 
accordance with the circumstances sur- 
rounding his acquisition of the property.* 

7Greene v. Commissioner, 44-1 ustc { 9246, 
141 F. (2d) 645 (CCA-5, 1944). 


8’ Perkins v. Thomas, 37-1 ustc { 9012, 86 F. 
(2d) 954 (CCA-5, 1936). 


In Louisiana Land & Exploration Company 
v. Commissioner, the Commissioner con- 
tended that there was no loss allowable and 
the proceeds from a sale of minerals should 
be applied against the landowner’s cost of 
the entire property in determining his basis 
in the retained surface rights.° 


Option Money Received 


The landowner may give a one year’s 
option on his entire ranch or farm to an 
oil operator for a consideration and grant 
the operator the privilege of acquiring a 
five- or ten-year primary-term lease at so 
much per acre on all or a part of his farm 
or ranch. Generally, the operator will ob- 
tain the right to conduct seismographic and 
geological surveys over the entire area. 
The landowner will retain, normally, his 
one-eighth royalty. In such instances, the 
option money received by the landowner is 
considered to be in the nature of advance 
royalties and is treated the same as a lease 
bonus. This would mean that it would be 
treated as ordinary income to the land- 
owner, against which he would be allowed 
the right of depletion. In the event that the 
option is allowed subsequently to expire, 
the depletion deduction claimed in a prior 
year must be restored to income in the year 
in which the option expired.. Generally, 

* Louisiana Land & Exploration Company 


v. Commissioner, 47-1 ustc f 9266, 161 F. (2d) 
842 (CCA-5, 1947). 
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the theory in regard to option money is that 
it is a prepayment or a partial payment of 
the lease bonus. The fact that the operator 
is permitted to conduct seismographic and 
geological surveys ordinarily does not alter 
or affect the right of depletion to the land- 
owner. 


Lease Bonus Received 


The landowner may grant an oil and gas 
lease to an operator for a cash considera- 
tion. Normally, the instrument provides 
for a primary term of some five to ten years, 
with the stipulation that the lease is auto- 
matically extended as long as there is oil 
and gas produced. Provisions for annual 
delay rental payments of so much per acre 
generally are included in the terms of such 
a lease, although reversionary rights are 
reserved and the operator is required to 
account to the landowner for one eighth of 
any production obtained. In such situations, 
the consideratién paid the landowner is re- 
ferred to as a lease bonus or advance royalty. 
The landowner, by retaining the royalty 
interest, has kept a continuing economic 
interest in the minerals and, consequently, 
has made a lease instead of a sale.” If the 
landowner had granted a mineral deed in- 
stead of the lease, under certain conditions, 
it might be considered that he had made a 
sale. The lease bonus actually represents, 
in effect, a payment in advance for oil and 
gas to be extracted and, because of this, is 
ordinary income subject to depletion.” This 
depletion allowance is not immediately af- 
fected by the fact that there is no extraction 
of oil or gas in the year claimed or by the 
fact that there is no reasonable assurance 
of future production.” The regulations, 
however, provide that if the lease is ter- 
minated without production, the amount 
claimed as a depletion deduction must be 
restored in the year of the termination of 
the lease. 


Lease 
with Acreage-Selection Privilege 


The landowner may give a six-month 
lease on his entire land for a cash considera- 
tion. The agreement may provide that at 
the end of a six-month period, the operator 
may select acreage from the entire ranch 


or farm and, by making an additional cash 
payment, extend the lease on the selected 
acreage for a term of years. This payment 
normally may not be voided by the com- 
mencement of drilling operations on the 
lease or by the obtaining of commercial pro- 
duction from the property. After one year 
from the selection date and annually there- 
after, the operator will be obligated to pay 
the landowner a certain sum of money per 
acre on all acreage retained under the lease. 
Normally, such payments continue through- 
out the primary term of the lease except 
that they are not required if drilling opera- 
tions are in progress on the property at the 
date the payment becomes due or if com- 
mercial production has been obtained thereon 
at such date. Any part or all of the lease 
may be forfeited by the operator at any time 
prior to the expiration of the primary term 
of the agreement. 


In such instances, the initial cash pay- 
ment at the time the lease was executed is a 
lease bonus.” It has been held that such 
a bonus is in the nature of an advance 
royalty." The cash consideration of x dollars 
an acre paid at the end of six months for 
the retained acreage is considered to be a 
lease bonus similar to that paid for an exten- 
sion of a lease and is treated in the same 
manner as an initial bonus. It may be well 
to say, however, that the facts surrounding 
each payment of this general nature should 
be carefully. scrutinized to establish whether 
the payment is, in effect, a bonus or, perhaps, 
a delay rental. Any payment which main- 
tains or extends the existing lease for a 
period in excess of one year generally is 
considered to be a lease bonus. Such pay- 
ments which extend the existing lease for 
a period of twelve months or less, however, 
are ordinarily considered to be delay rentals. 
Any payment which may not be voided by 
the beginning of drilling operations and 
which the agreement makes mandatory, re- 
gardless of whether commercial quantities 
of oil and gas are produced, is treated as a 
consideration for a lease and is distinguish- 
able from the delay-rental payment made to 
defer drilling operations for the production 
of oil and gas or to maintain control of a 
lease for a period of twelve months or less. 
The initial lease bonus and the consideration 
received at the end of six months by the 
landowner are in the nature of advance 
royalties and are considered ordinary income 





10 Burnet v. Harmel, footnote 4. 

11 Regulations 111, Section 29.23 (m)-10. 

” Herring v. Commissioner, 35-1 ustc { 9012, 
293 U. S. 322 (1934). 
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13 Herring v. Commissioner, footnote 12; Hous- 
ton Farms Development Company v. U. 8., 
42-2 ustc { 9783, 131 F. (2d) 577 (CCA-5, 1942). 

4% Murphy Oil Company v. Burnet, 3 vustc 


{{ 1002, 287 U. S. 299 (1932); Burnet v. Harmel, 
footnote 4. 
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subject to depletion. The annual delay 
rental payments are ordinary income but are 
not subject to an allowance for depletion.” 


Delay Rental Received 
at Selection Date 


Let us assume that our landowner, for a 
cash consideration, grants a lease with a 
primary term of five years and six months 
to an operator. The agreement further pro- 
vides that at the end of six months, the 
operator must pay x dollars per acre for 
each section of land on which no well has 
been commenced. The usual provision for 
a dollar per acre annual rental after the 
first year and one half is provided. Any sec- 
tion on which the operator does not com- 
mence a well or make additional payments 
will be forfeited. The operator retains four 
sections from the landowner’s ranch or farm 
—two sections by commencing a well and 
the remaining two by the payment of x 
dollars per acre. This illustration differs 
from the previous one in that the drilling 
of a well on a section will eliminate the 
obligation for the payment of x dollars per 
acre and any subsequent rental payment. 


The initial payment received by the land- 
owner is a lease bonus which is subject to 
depletion in the year of receipt. Naturally, 
this depletion allowance is conditional and 
is dependent upon future production. If no 
production is obtained, as stated before, the 
landowner must report as income, in the 
year in which the lease is abandoned by 
the operator, the depletion previously 
claimed. The landowner will not, however, 
be required to take depletion taken with re- 
spect to the bonus on forfeited acreage into 
income.” The landowner will claim deple- 

.tion on the entire amount received at the 
end of the six months if by intent between 
parties, such sum is paid for selection of 
acreage rather than for additional time to 
exploit the property. 


Money Received 
for Exploratory Rights 


An oil company may acquire shooting 
rights on the landowner’s ranch or farm for 
a specified sum. The cash received for the 
‘permit to explore is ordinary income but is 
not subject to depletion, since it is not in 
the nature of advance royalties and not re- 
ceived for any right to produce minerals 
underlying the property. 


15 Commissioner v. Wilson, 35-1 ustc { 9284, 
76 F. (2d) 766 (CCA-5, 1935). 


Delay Rentals 


A lessee may, for the privilege of de- 
ferring the drilling of a well, make an annual 
payment of x dollars per acre to the land- 
owner. Such payments are considered to be 
delay rentals and are ordinary income to the 
recipient. Since they are not received for 
current or future production, they are not 
subject to the allowance for depletion. 


Minimum Royalties 


An operator may acquire a gas lease, with 
the added provision that the royalty pay- 
ment shall be, in no case, less than x dollars 
per year, from the landowner who retains 
the usual one-eighth royalty interest. Fur- 
ther, the amount received in excess of the 
one eighth of production may be offset and 
applied in reduction of royalty payments for 
future years. Under such arrangement, the 
full amount of each payment received by 
the landowner is for minerdis produced or 
to be produced and is, therefore, subject 
to an allowance for depletion in the year of 
receipt. Depletion is allowable for accrual 
taxpayers in the year that payment becomes 
due. The landowner’s gross income, for 
purposes of percentage depletion, will be the 
gross receipts from the royalty, including 
amounts received to meet the minimum re- 
quirement, which are in addition to his one 
eighth of current production receipts. 


Minimum Royalties—Liabilities Fixed 


The landowner may obtain a minimum 
royalty of x dollars in a primary-term lease 
of some five to ten years which may not 
be cancelled by forfeiture prior to expira- 
tion. He would then be allowed depletion 
on the full amount received each year. That 
portion of the total amount received, repre- 
senting the landowner’s share in current 
production, is depletable by him as an ordi- 
nary royalty. The excess is depletable as 
a lease bonus received on an installment 
basis. However, if the lease may be for- 
feited by the operator at any time after the 
first year by his failure to pay in advance 
the minimum royalty for the succeeding 
year and if amounts paid by the operator 
in excess of the landowner’s one eighth of 
current production may not be applied in re- 
duction of royalty payments in future years, 
then it is probable that the Commissioner 
will consider the payment in excess of the 
landowner’s share in current production to 


16 Driscoll v. Commissioner, 45-1 ustc { 9184, 
147 F. (2d) 493 (CCA-5, 1945). 
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be a rental paid for the continued use and 
possession of the property.” If the facts 
are such that the payment in excess of the 
landowner’s share in current production is 
considered to be in the nature of a rental, it 
will follow that the landowner must treat 
it as ordinary rental income and he will not 
be allowed depletion on the excess.” The 
landowner, however, may take depletion on 
that amount of the payment representing his 
share of current production, since it is 
royalty income which is subject to the 
allowance for depletion.” 


Lease-Extension Payments 


Payments that extend the lease for a 
period in excess of one year will probably 
be held to be additional consideration for 
the lease and will be accorded the same 
treatment as is applied to lease bonuses 
given at the time the lease was initially ex- 
ecuted.™ Although the amount is payable 
in installments over the extended term of 
the lease, if it is, in fact, consideration for 
the lease or for the extension of the lease, 
it will probably be considered a_ lease 
bonus.” Whether or not annual rental pay- 
ments are received in addition to considera- 
tion paid for the extension of the lease does 
not affect the treatment of the amount re- 
ceived by the landowner. Amounts paid 
which extend a lease for a period of one 
year or less have been considered to be 
delay rentals in the instances where they 
have been paid despite the fact that no drill- 
ing or production was accomplished for the 
purpose of holding the lease for future de- 
velopment. Any consideration paid for the 
granting of a lease, however, is considered 
a lease bonus even though the duration of 
the lease is materially less than one year.” 
In the event that the operator allows the 
old lease to expire, the landowner is required 
to restore to income, in the year the lease 
expires, any depletion taken on the initial 
bonus. He may offset the addition to in- 
come, however, by taking depletion on a 
new bonus. In the event that the operator 
leases the property prior to the expiration 
of the original lease, the landowner prob- 
ably will not be required to restore to his 


income at that time any depletion taken on the 
initial bonus but will, nevertheless, be allowed 
percentage depletion on the new bonus. 


Net Profit Arrangements 


In cases where the landowner grants a 
lease for a cash consideration plus a per- 
centage of net profits from the production 
of the lease, it has been held that the land- 
owner has retained an economic interest in 
the minerals extending over the life of the 
property “ and has, therefore, made a lease 
rather than a sale. The cash consideration 
and subsequent net profits received are ordi- 
nary income subject to depletion. If the 
landowner has retained or reserved as eco- 
nomic interest in the property, from which 
the possibility of profit is dependent solely 
upon the production or the sale of oil and 
gas,” amounts received by the landowner 
are considered to be in the nature of royal- 
ties if the instrument setting out the net 
profits to be paid to the landowner stipulates 
that he is to receive a fixed percentage of 
the production and is to be charged with 
a fixed percentage of the costs. He would, 
however, still be allowed to deduct deple- 
tion only on the net amounts received.” 
The retention, in addition to the net profits, 
of a royalty measured by gross income 
should not alter the treatment for either 
party.” However, the form of the transac- 
tion or the wording of the instrument may 
change the character of the arrangement, 
so that it may be viewed as giving the land- 
owner a share of the working interest, with 
the result that the landowner would be al- 
lowed depletion on his share of the gross 
income and would be entitled to deduct his 
share of the expenses and depreciation.™ 


Production Insufficiencies 


The landowner may enter into a gas lease 
and operating arrangement with a gas com- 
pany specifying that the company must pro- 
duce one third of its total requirements from 
the landowner’s properties upon which he 
has retained the usual one-eighth royalty 
interest. The landowner subsequently sues 
the company for additional royalties on the 





7. T. 3401, 1940-2 CB 166; Continental Oil 
Company, CCH Dec. 9783, 36 BTA 693 (1937). 

18 Commissioner v. Wilson, 35-1 ustc { 9284, 
76 F. (2d) 766 (CCA-5, 1935). 

19 Regulations 111, Section 29.23 (m)-1. 

2 Houston Farms Development Company v. 
U. 8., footnote 13. 

21 Bennett v. Scofield, 48-2 ustc { 10,644, 170 
F. (2d) 887 (CA-5, 1948). 

22 Continental Oil Company, footnote 17. 

23 Houston Farms Development Company v. 


Landowner’s Oil and Gas Lease 


U. 8., footnote 13. 

* Kirby Petroleum Company v. Commissioner, 
46-1 ustc J 9149, 326 U. S. 599 (1946). 

* Kirby Petroleum Company v. Commissioner, 
footnote 24. 

> Commissioner v. Felix Oil Company, 44-2 
ustc | 9434, 144 F. (2d) 276 (CCA-9, 1944). 

% Kirby Petroleum Company v. Commissioner, 
footnote 24. 


32W. N. Foster. v. U. S8., 49-2 ustc * 9334, 85 
F. Supp. 447 (DC Tex., 1949). 
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ground that insufficient proportions of the 
company’s requirements have been pro- 
duced from his property. The claim is settled 
by the company by making an additional 
payment to the landowner. 


In such a case, the landowner would be 
required to report the settlement as income 
for the year in which received if he is on 
a cash basis; if he is on the accrual basis, 
such a settlement would be income at the 
time the compromise is agreed upon.” 


Depletion 


General—The Internal Revenue Code pro- 
vides that taxpayers shall be allowed a rea- 
sonable allowance for depletion as a deduction 
from gross income from oil and gas prop- 
erties. Taxpayers may compute depletion 
deductions based upon the cost of the prop- 
erty or upon a percentage of gross income. 
Cost depletion is generally computed by 
dividing the estimated recoverable units into 
the cost of the minerals and multiplying the 
result by the number of units produced. 
Percentage depletion rules permit the tax- 
payer to deduct twenty-seven and one-half 
per cent of the gross income each year, such 
deduction being limited to fifty per cent of 
the net income, but allow him to take cost 
depletion if such amount exceeds this result. 


The real difficulty with regard to deple- 
tion, however, begins in determining to whom 
the depletion is allowable. The regulations ” 
state, in substance, that the owner of an 
economic interest in minerals is allowed 
depletion. The regulations state further that 
an economic interest is possessed where the 


taxpayer has acquired, by investment, an- 


interest in minerals in place and secures in- 
come from sales of such minerals to which 
- he must look for a return of his capital. 
Economic interest and capital invested in 
oil and gas in place are the two guides for 
determination of depletion allowances for 
taxpayers and have been so considered by 


the courts. Such determination must be 
made under federal income tax law and not 
under local law.™ 


What are economic interests? What tax- 
payers have capital invested in oil and gas 
in place? In Palmer v. Bender, royalties 
were considered to be economic interests.” 
It is a rather well-established fact that over- 
riding royalties are also economic interests.” 
When a vendor sells and assigns his lease, 
reserving an oil payment, such an oil pay- 
ment is an economic interest.“ The courts 
have held that a possessor of all or a part 
of the working interest owns an economic 
interest.” A person receiving a true bonus 
or advance royalty is said to have an in- 
vestment in oil and gas in place and is 
entitled to depletion thereon.” 


These are general rules which are fairly 
well established and are accepted by the 
courts and the Treasury Department. Let 
us look at some of the more common de- 
pletion problems and considerations as they 
affect the landowner specifically. 


Depletion—Production Taxes —It might be 
well to note at this time the fact that the 
production taxes paid or deducted from the 
royalty holders’ interest should be added 
to the amount received from the royalty in- 
terest to determine the amount subject to 
percentage depletion. By this means, the 
landowner may obtain a greater percentage 
depletion than he could through depleting 
only the net amounts received. Although 
the taxes are paid by another, they repre- 
sent the landowner’s liability and should be 
claimed as a deduction rather than as a 
reduction of gross income. 


Depletion—Lease Bonus. — The landowner 
grants an oil and gas lease to an operator 
for an initial payment of x dollars and 
annual-delay rentals of x dollars per acre. 
The landowner retains his one eighth of all 
the minerals produced and saved. No pro- 
duction or development takes place during 
the first year of the lease. 





2U. 8. v. Safety Car Heating & Lighting 
Company, 297 U. S. 88 (1936). 

3° Footnote 19. 

31 Burton-Sutton Oil Company v. Commis- 
sioner, footnote 1. 

3% Palmer v. Bender, 3 ustc { 1026, 287 U. S. 
551 (1933); G. C. M. 22730, footnote 3; Laird 
v. Commissioner, 37-2 ustc {§ 9405, 91 F. (2d) 
498 (CCA-5, 1937); Kirby Petroleum Company 
v. Commissioner, footnote 24; Missouri-Lincoln 
Trust Company, CCH Dec. 13,355(M), 2 TCM 
427 (1943). 

33 West v. Commissioner, 45-2 ustc {| 9382, 150 
F. (2d) 723 (CCA-5, 1945); Louisiana Land & 
Exploration Company, CCH Dec. 14,956, 6 TC 
172 (1946). 

34 Hsperson V. Commissioner, 42-1 ustc {| 9426, 
127 F. (2d) 370 (CCA-5, 1942); Pettit v. Com- 


missioner, footnote 6; Columbia Oil & Gas 
Company v. Commissioner, 41-1 vustc { 9333, 
118 F. (2d) 459 (CCA-5, 1941); Laird v. Com- 
missioner, 38-2 ustc {§ 9399, 97 F. (2d) 730 
(CCA-5, 1938); Commissioner v. Jones, 82 F. 
(2d) 329 (CCA-5, 1936); Commissioner v. Flem- 
ing, 36-1 ustc { 9165, 82 F. (2d) 324 (CCA-5, 
1936); Heep Oil Corporation v. U. 8., 40-1 
ustc § 9453, 32 F. Supp. 762 (Ct. Cls., 1940); 
McLean, CCH Dec. 11,030, 41 BTA 565 (1940); 
Hammonds, CCH Dec. 10,082, 38 BTA 4 (1938), 
acq. 1938-2 CB 14; Simms, CCH Dec. 8187, 
28 BTA 988 (1933); G. C. M. 22730, footnote 3. 

3% Greensboro Gas Company v. Commissioner, 
35-2 ustc § 9569, 79 F. (2d) 701 (CCA-3, 1935); 
G. C. M. 22730, footnote 3. 

% Herring v. Commissioner, footnote 12; Com- 
missioner v. Fleming, footnote 34. 
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This is, perhaps, the simplest form of 
leasing arrangement.” Here we have an 
actual cash receipt which is a bonus or ad- 
vance royalty and is subject to depletion, 
although there has been no production in 
the taxable year.* This lease bonus is ordinary 
income and either percentage or cost depletion, 
whichever is greater, is allowable. 


The cost depletion allowable is an amount 
equal to that portion of the landowner’s 
cost or other basis of oil rights which the 
bonus bears to the sum of the bonus and the 
royalties expected to be received, without 
reduction of the royalties to present value.” 
In order to make such a computation, the 
landowner must determine his tax basis in 
the minerals and also secure geological in- 
formation sufficient to make a reasonable 
estimate of the amount of royalties expected 
to be received from his retained interest. 
Because of the absence of development of 
the particular property or of nearby prop- 
erties before the end of the year in which 
the lease bonus is received by the land- 
owner, he will be unable to compute cost 
depletion because he lacks the necessary 
geological information. Therefore, the land- 
owner must claim percentage depletion in- 
stead of cost depletion even though cost 
depletion may subsequently prove to be the 
greater. If cost depletion is computed, it 
should be based upon an estimate of reserves 


~ as of the end of the year in which the bonus 


is received,” 


The income from the sale of oil and the 
income from the occasional sales of gas 
should be combined to arrive at the gross 
income from the property for computing 
percentage depletion.“ If the minerals are 
produced from different horizons, the land- 
owner does not need to combine the income 
from the sale of oil and from the sale of gas 
for the purpose of computing depletion, since 
he is considered to have two properties.* 
He may, however, elect to consider the two 
properties as a single property for purposes 
of computing percentage depletion, provided 
that he remains consistent in his treatment.” 

Lease Abandonments—N onproductive. — In 
the event there is no production and the 
lessee relinquishes his lease in a subsequent 
year and since production is the condition 


% Berg v. Commissioner, 1929 CCH { D-9256, 
33 F. (2d) 641 (CA of D. C., 1929). 

% Herring v. Commissioner, footnote 12. 

%® Regulations 111, Section 29.23 (m)-10 (a); 
I. T. 2361, VI-1 CB 73 (1927). 

# Regulations 111, Sections 29.23 (m)-2, 29.23 
(m)-9. 

“ Footnote 19. 

#2 G. C. M. 24094, 1944 CB 250. 

# Footnote 19. 
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upon which the depletion deduction is al- 
lowed, the landowner must report as income 
an amount equivalent to the depletion which 
was previously allowed on the bonus which 
was granted even though the depletion may 
have resulted in no tax benefit to the owner 
in the year it was deducted.“ Physical de- 
pletion of the minerals occurs only through 
their removal. The depletion deduction al- 
lowed in connection with a lease bonus is 
a conditional allowance granted in anticipa- 
tion of production from the property. How- 
ever, if the landowner claims no depletion 
on the bonus when the lease is granted, there 
seems to be no requirement that allowable 
depletion on the bonus must be restored to 
income.“ Subject to the contingency that 
actual production will occur, depletion de- 
ductions on lease bonuses are allowed by 
the regulations, but in the event there is no 
production because of expiration, termina- 
tion or abandonment, such depletion deduc- 
tion must be restored to income in the year 
the failure is manifested.“ Because there 
must be a strict construction of the regula- 
tions which provide that deplétion claimed 
on lease bonuses must be restored to income 
only in the event of expiration, termination 
or abandonment prior to production, the dis- 
position of a royalty interest offers no rea- 
son for restoring to income the depletion 
previously claimed on the lease bonus.” If 
the landowner should sell his royalty inter- 
est prior to the abandonment of the lease 
without production, he would be required 
to adjust his basis, if any, in such royalty 
interest by the higher of the allowed or 
allowable depletion on the bonus whether 
or not any depletion was claimed.* The 
Treasury Department was successful in its 
contention, in the American National Realty 
Company case,” that when there is a sale of 
both land and royalty interest, the depletion 
previously allowed should also be applied 
against the cost of the land. The question 
becomes important when the sale of a roy- 
alty results in a long-term gain or where 
depletion on the bonus exceeds the cost of 
the mineral interest. In such a case, the 
adjusted basis is zero.” 


Depletion—Net-Profit Interest—In the case 
of Commissioner v. Felix Oil Company, a 


44 Douglas v. Commissioner, 44-1 ustc { 9326, 
322 U. S. 275 (1944). 

*% Douglas v. Commissioner, footnote 44. 

# Regulations 111, Section 29.23 (m)-10 (c). 

* Commissioner v. Seeligson, 44-1 ustc { 9238, 
141 F. (2d) 358 (CCA-5, 1944). 

48 Code Section 113 (b) (1) (B). 

#2 American National Realty Company, CCH 
Dec. 12,825, 47 BTA 653 (1942). 

5% Crane, CCH Dec. 13,847, 3 TC 585 (1945). 

51 Footnote 26. 
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fee owner and an operator entered into an 
agreement pursuant to which the operator 
agreed to explore and develop the property 
and turn over to the landowner fifty per 
cent of the net profits from the property. 
The landowner retained reversionary and 
other rights similar to those reserved in 
situations in which the landowner grants a 
lease and retains the customary royalty in- 
terest in gross production. The court pointed 
out that the landowner had granted the 
lease and had retained an interest in the 
minerals which was measured by the profits 
to be derived from production.” Under this 
theory, the share of the net profits received 
by the landowner constitutes his gross in- 
come for purposes of computing percentage 
depletion. He may look only to depletion 
for recovery of the portion of his cost which 
is attributable to the minerals. Naturally, 
any money or property received by the land- 
owner at the time the lease is granted con- 
stitutes a lease bonus which is subject to 
depletion. 


Other Tax Accounting Problems 


Royalties Placed in Escrow Because of Title 
Disputes. — Royalties which are impounded 
during title disputes, the suit being favor- 
ably settled in a later year, must be reported 
by the recipient in the year in which received 
in the event the recipient is on a cash basis. 
For taxpayers on the accrual basis, the en- 
tire amount should be reported in the year 
in which the litigation is terminated. In any 
event, however, taxpayers may not include 
the royalty in the years in which the oil is 
produced.® 


It might be pointed out that there must 


be a genuine dispute and not merely delays . 


due to refusals of a landowner to sign a 
. division order in order to defer the inclu- 
sion of the royalties in income. Naturally, 
the depletion deduction will be allowed in 
the same year in which the impounded roy- 
alty income is includible in income.“ The 
litigation costs, attorneys’ fees, etc., that the 
landowner must pay in defending or per- 
fecting his title to property owned must be 
capitalized.” : 


8 Commissioner v. Felix Oil Company, foot- 
note 26; Kirby Petroleum Company v. Commis- 
sioner, footnote 24. 

583 North American Oil Consolidated v. Burnet, 
3 ustc J 943, 286 U. S. 417 (1932). ‘ 

5t National Petroleum & Refining Company, 
CCH Dec. 8141, 28 BTA 569 (1933). 

33 Regulations 111, Sections 29.23 (a)-15, 
29.24-2: Porter Royalty Pool, Inc., CCH Dec. 
15,362, 7 TC 685 (1946); Burton-Sutton Oil Com- 
pany, Inc. v. Commissioner, 45-2 ustc { 9359, 
150 F. (2d) 621 (CCA-5, 1945). 


Worthless Mineral Rights. —In order to 
claim a deduction for worthless royalties, 
the Treasury Department requires the sub- 
mission of all pertinent information on 
Treasury Department Form 927, “Proof of 


Worthlessness of Mineral Rights.” This 
form contains an affidavit in which the tax- 
payer agrees to the disallowance of the per- 
centage depletion, to the extent of the loss 
allowed, should the condemned property 
subsequently become productive. An alloca- 
tion of cost between unlike properties, such 
as land surface and minerals, can be made 
in the case of a fee owner of a tract of land 
who has granted a mineral lease, and such 
allocation is recognized in determining the 
basis for depletion and gain or loss. It 
would seem to follow, therefore, that using 
such allocation, he would be permitted a 
deduction for worthlessness. However, un- 
der present practice, he will probably not 
be allowed to allocate any of his basis in the 
property to the retained royalty, for pur- 
poses of obtaining deduction on account of 
worthlessness of oil rights, even though he 
may be able to prove such worthlessness.” 
It is reasoned that since the surface and 
minerals are acquired as one property, the 
amount of the loss cannot be determined 
until the entire property is sold, that is, until 
there is a closed transaction. However, if 
the fee owner acquires his interest in the 
surface and the minerals at different times 
by separate instruments of conveyance, the 
Commissioner will probably allow a deduc- 
tion for the cost of the mineral interest in 
the year in which it is proved worthless.” 


Assignment. of a Part of the Minerals—If 
the landowner executes a mineral deed con- 
veying seven eighths of the minerals to an 
operator for a cash consideration and retains 


‘the surface rights and a one-eighth royalty 
‘interest (does not provide for rental pay- 


ment, forfeiture and development clauses), 
such an assignment has some of the attri- 
butes of both a sale and a lease. For this 
reason, the proper classification of such 
transactions between a sale and a lease is 
extremely difficult, and the final determina- 
tion will depend upon the facts and circum- 
stances surrounding the transaction.* Some 


% Louisiana Land ¢& Exploration Company 
v. Commissioner, footnote 9; Coalinga-Mohawk 
Oil Company v. Commissioner, 3 ustc J 1084, 64 
F. (2d) 262 (CCA-9, 1933). 

3G, C. M. 22106, 1941-1 CB 245; G. C. M. 
24094, footnote 42. 

538 West v. Commissioner, footnote 33; Trem- 
bley v. Commissioner, CCH Dec. 16,756(M), 
7 TCM 972. 
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of the facts which will be given special con- 
sideration are as follows: 


(1) The intent of the parties to the con- 
tract; 

(2) The type of mineral interest retained, 
that is, whether free or burdened; 

(3) Forfeiture clauses; 

(4) Development and operation clauses ; and 

(5) Contents of collateral agreements. 


In the assumptions made above, if the 
conclusion is that a sale has been made of 
a portion of his mineral right, the taxpayer 
will have a capital gain or loss for the dif- 
ference between the cash consideration and his 
basis in such mineral rights. On the other 
hand, if the facts in the case are such as to 
make the assignment a leasing arrange- 
ment, the cash received is a lease bonus. 


The assignment of a portion of a royalty 
interest for a consideration constitutes a 
sale,” and the gain is subject to provisions 
covering capital gains and losses. The hold- 
ing period runs from the date of acquisition 
of the fee rather than from the date of the 
lease.” 


Royalties Transferred in Trusts.—If the 
landowner has a basis of $1,000 in a certain 
oil royalty, which has a market value of 
$100,000, and transfers this royalty irrevo- 
cably in trust for the benefit of his son, he 
has then made a gift to the trust in the 
amount of $100,000. However, the tax basis 
of the royalty to the trust remains $1,000. 
In the case of the trust, the deductions for 
depreciation and depletion are apportioned 
between the trustee and the income benefi- 
ciaries according to the pertinent provisions 
of the trust instrument. In the absence of 
such provisions, they are apportioned on 
the basis of the trust’s income allocable to 
the trustee and beneficiaries.” 

Oil Payment Sales—Sometimes in the oil 
and gas business a landowner will obtain an 


% Ratliff, CCH Dec. 9790, 36 BTA 762 (1937); 
G. C. M. 12118, XII-2 CB 119 (1933). 

8% Kleberg, CCH Dec. 13,597, 2 TC 1024 (1943). 

81 Code Section 113 (a) (3). 


oil payment in a leasing arrangement; sub- 
sequently, he may sell this oil payment for 
cash. G. C. M. 24849® ruled that consid- 
eration received for the assignment of a 
short-lived “in-oil” payment right, carved 
out of any type of depletable interest in oil 
and gas in place, was ordinary income un- 
less pledged for use in future development. 
I. T. 4003“ now states that “there is no dis- 
tinction between short-lived and long-lived 
in-oil payment rights,” thus following the 
General Counsel’s Memorandum and also 
I. T. 3935. The Bureau’s present view is 
that the assignment of any in-oil payment 
right, not pledged for development and ex- 
tending for a period less than the life of the 
depletable property from which it is carved, 
is merely an assignment of future income. 
When the assignment is for a consideration, 
the amount received is ordinary income. 
This rule does not apply when the assigned 
right constitutes the entire depletable inter- 
est of the landowner or a fraction extended 
over the entire life of the property. 


Conclusion 


The complexities of the provisions of in- 
come tax laws. and regulations relating to 
oil and gas transactions of landowners, as 
interpreted by the courts and the Treasury 
Department, demand constant vigilance and 
careful analysis in order to obtain maximum 
tax advantages. Landowners, before enter- 
ing into transactions of consequence, may 
well weigh the desirability of a proposed 
transaction in the light of its tax conse- 
quences and may find that the rosebush also 
has thorns. 


In no other field of endeavor are there as 
many tax opportunities presented and as 
many tax benefits overlooked as there are 
in the acquisition, exploration, development 
and disposition of oil and gas properties. 


[The End] 


® Code Sections 23 (1), 23 (m); Fleming v. 
Commissioner, 41-2 ustc § 9590, 121 F. (2d) 7 
(CCA-5, 1941). 

68 1946-1 CB 66. 

6 1950-8-13331 (p. 2). 

® 1949-1 CB 39. 
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How about the recognition of gain in cor- 
porate liquidations? 

Under the present Code Section 112 (b) 
(7), a domestic corporation could have liq- 
uidated at a minimum of immediate tax to 
its shareholders if distribution in complete 
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cancellation or redemption of all the stock 
and a transfer of all the property under the 
liquidation occurred within one calendar 
month in 1944 in pursuance of a plan adopted 
after February 25, 1944. The effect of this 
section was to postpone the recognition of 
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that part of a qualified electing shareholder’s 
gain on the liquidation which otherwise 
would be recognized immediately. The new 
law would extend these benefits to liquida- 
tions where the plan was adopted after De- 


cember 31, 1950, and the distribution 
occurred within one month in 1951. 


How does the new law deal with “spin-off” 
transactions? 


A “spin-off” results where a corporation 
transfers assets to another corporation in a 
tax-free reorganization and takes back stock 
which it distributes to its own shareholders. 
Both corporations remain in existence. The 
old shareholders give up none of their old 
stock. Although the Senate provided for the 
nonrecognition of gain or loss in such 
transactions, this provision will probably 
not appear in the new law. 


What about depletion? 


The base to which percentage depletion 
applies would be broadened to include gross 
income from transporting ores or minerals to 
the plant where ordinary treatment takes place. 
All those provisions approved by the House 
which would have extended depletion allow- 
ances to additional minerals have been deleted. 


What changes have been made regarding 
tax-exempt organizations? 

The new law would impose the regular 
corporate rates upon income derived from 
a trade or business regularly carried on by a 
tax-exempt organization if the business is 
not substantially related to the performance 
of the functions upon which the organiza- 
tion’s exemption is based. 

In the case of a “lease-back”—where rents 
are derived from commercial property 
bought by a tax-exempt organization with 
borrowed funds and leased back to the 
seller for more than five years—income taxes 
would have to be paid on such rental 
amounts. The rental income would be sub- 
ject to tax in the same proportion that the 
unpaid debt on the property bore to the 
adjusted basis of the property. 

The new law also removes the tax exemp- 
tion from feeder organizations. 


What is a feeder organization? 

A feeder organization is one operated 
primarily for the purpose of carrying on a 
trade or business (other than the rental of 
real estate) for profit, all of whose profits 
are payable to one or more organizations 


exempt from tax under present law. 


Individual income tax rate schedule—the rates for 1950, 1951 and subsequent years 





compared with those used under the Revenue Acts of 1944, 1945, and 1948 





1 After reduction from tentative tax. 
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1944 act 

(highest 1948 act* Calendar 1951 and 

wartime 1945 (present year subsequent 

Surtax net income rates) act* law) 1950* years 

Per cent Per cent Per cent Per cent Per cent 
0 to $2,000 sectisneeebi era’ Fal 19.00 16.60 17.40 20 
$2,000 to $4,000 ire Jue tis 25 20.90 19.36 20.02 22 
34.000 to $6.000 ............4. 29 24.70 22.88 23.66 26 
SO to See ow. cess BB 28.50 26.40 27.30 30 
S5000 to S10.000 ........:..5: 37 32.30 29.92 30.94 34 
$10,000 to $12,000 ........... 41 36.10 33.44 34.58 38 
‘$12,000 to $14,000 ....... 5 acwaee ee 40.85 37.84 39.13 43 
$14,000 to $16,000 ............ 50 44.65 41.36 42.77 47 
$16,000 to $18,000 ............ 53 47.50 44.00 45.50 50 
$10:000'to S$20000 ............ 56 50.35 46.64 48.23 53 
scu.0u0 to $22000 ..:......... 59 53.20 49.28 50.96 56 
$22,000 to $26,000 ............ 62 56.05 51.92 53.69 59 
$26,000 to $32,000 ......... oe 58.90 54.56 56.42 62 
Kye oe <8 | 68 61.75 57.20 59.15 65 
$38,000 to $44,000 ......... 72 65.55 60.72 62.79 69 
$44,000 to $50,000 .......... ey 68.40 63.36 65.52 te 
$50,000 to $60,000 ............ 78 71.25 66.00 68.25 75 
$60,000 to $70,000 ............ 81 74.10 68.64 70.98 78 
$70,000 to $80,000 ......... 84 76.95 71.28 vi Ww pl 81 
$80,000 to $90,000 ............ 87 79.80 73.92 76.44 84 
$90,000 to $100,000 ........... 90 82.65 76.56 79.17 87 
$100,000 to $136,719.10 ....... i 92 84.55 ton as ; teas } 89 
$136,719.10 to $150,000 ....... : 80.3225 82.503 
$150,000 to $200,000 .......... 93 85.50 81.2250 83.43 90 
$200,000 and over .......... Selec 86.45 82.1275 84.357 91 
Maximum over-all rate limitation 90 85.56 77.00 80.00 87 
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FROM ENGLAND— 


Taxation of Foreign Subsidiaries: 
The Doctrine of Control 


by English Parent Companies 


By F. E. KOCH, A. A.C. C.A., A. C. W.A., London 


REPRINTED, BY SPECIAL PERMISSION, FROM THE APRIL 22, 
1950 ISSUE OF THE ACCOUNTANT, PUBLISHED IN LONDON 


5 bee PROFITS of subsidiary companies 
of United Kingdom companies which 
are incorporated abroad may be chargeable 
to United Kingdom income tax. 


If the business of the foreign subsidiary is 
not “managed and controlled” in the United 
Kingdom the company is liable to income 
tax in the United Kingdom only to the ex- 
tent to which the profits are earned from 
trading within the United Kingdom. The 
parent company in the United Kingdom is 
liable to tax under Case V of Schedule D on 
that part of the profits of the subsidiary com- 
pany which it receives (within or outside the 
United Kingdom) in the form of dividends 
from the subsidiary company. Relief from 
double taxation in the United Kingdom in 
respect of such profits of the subsidiary com- 
pany as are derived from trading within the 
United Kingdom is given by Section 31 of 
the Finance Act, 1946. 


If, however, the business of the subsidiary 
company is “managed and controlled” in the 
United Kingdom—by the directors of the 
United Kingdom parent company, for in- 
stance—the subsidiary company is regarded 
as resident in the United Kingdom and is 
charged income tax under Case I of Sched- 
ule D on the full profits arising within or 
outside the United Kingdom. 


The question of where a company has its 
residence and where its business is managed 


1De Beers Consolidated Mines v. Howe 
(1906), A. C. 455, 5 T. C. 211; followed by 
The New Zealand Shipping Company Ltd. v. 
Stephens (1907), 5 T. C. 553; American Thread 
Company v. Joyce, 6 T. C. 163 (1913); New 
Zealand Shipping Company Ltd. v. Thew (1922), 
1A. T. C. 90, 229, 8 T. C. 208; Swedish 


English Taxation 


and controlled is a question of fact to be de- 
cided by the commissioners, and the courts 
refuse to interfere with their findings unless 
there was no evidence upon which they could 
reasonably have based their decision. But, in 
ordér to be able to decide the question, the 
commissioners must be clear about which 
facts are to form the basis of their findings. 


Residence of Companies 


As to “residence” of partnerships, Rule 
12 (1) of the Rules to Cases I and II of 
Schedule D provides that it is at the place 
where their business is “managed and con- 
trolled.” For companies, the English courts 
have laid down in a number of cases’ the 
rule that the “residence” of a company is 
situated at the place where “its real busi- 
ness is carried on,” “where the central man- 
agement and control actually abides.” ? 


The double-taxation conventions of the 
United Kingdom (Article II (1)) provide, 
with the exception of the convention with 
Australia, that a company is to be regarded 
resident in the United Kingdom if “its busi- 
ness is managed and controlled” there. In 
a number of cases where the registered office 
of the company was in the United Kingdom, 
the courts have accepted the decision of the 
commissioners that the company was resi- 
dent in the United Kingdom if there was 


Central Railway Company Ltd. v. Thompson, 
4 A. T. C. 163, 9 T. C. 370; Egyptian Delia 
Land and Investment Company Ltd. v. Todd, 
TAT. C. Ss, Th. C. 3B. 

2 De Beers Consolidated Mines Ltd. v. Howe, 
cited at footnote 1. 
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evidence that a substantial part of the activi- 
ties exceeding the mere administration as re- 
quired by the Companies Act was conducted 
there, although the profit-earning business of 
the company was carried on abroad, i. e., 
was managed and controlled by the brains 
of a person or persons who did not reside in 
the United Kingdom.’ 


A company—in the same way as an indi- 
vidual trader or a partnership—may carry 
on two or more distinct businesses, and the 
liability to income tax on the profits derived 
from each of the various businesses, whether 
under either Case I or Case V, depends on 
whether the individual business from which 
the profits arose was managed and controlled 
within or outside the United Kingdom.‘ 


Residence of Foreign Companies 


A foreign company may have its residence 
in the United Kingdom if the central man- 
agement and control of its business actually 
abides there. Whether the courts would 
consider it sufficient, as they did in the case 
of companies registered in the United King- 
dom, that a number of directors resident in 
the United Kingdom carry on activities ex- 
ceeding the bare operation of the Companies 
Act, without, however, actually participating 
in the management and control of the profit- 
earning business, remains to be seen. 


The “residence” of a foreign company in 
the United Kingdom, however, does not 
necessarily lead to the imposition of income 
tax on all the profits derived from “its busi- 
ness” under Case I of Schedule D. Where 
“residence” was based on grounds other 
than that of the management and control of 
the business, from which the chargeable pro- 
fits arose, being in the United Kingdom, its 
profit-earning business may be managed and 

‘controlled in a foreign country, or the com- 
pany may carry on two or more distinct 
businesses, one of which may determine its 


3 Mitchell v. Egyptian Hotels Ltd. (1915), 
A. C. 1022, 6 T. C. 542; Swedish Central Rail- 
way Company Ltd. v. Thompson, cited at 
footnote 1; Aramayo Francke Mines Ltd. and 
Boott, 4 A. T. C. Bi, 9 T. C. as. 

‘The London Bank of Mexico and South 
America Ltd. v. Athorpe (1891), 2 Q. B. 378, 
3 T. C. 143; see also Mitchell v. Egyptian 
Hotels Ltd., cited at footnote. 3; Swedish 
Central Railway Company Ltd. v. Thompson, 
cited at footnote 1; and Aramayo Francke 
Mines Ltd. and Ecott, cited at footnote 3. 

5 Mitchell v. Egyptian Hotels Litd., 6 T. C. 
550; see The London Bank of Mexico and 
South America Ltd. v, Athorpe, cited at foot- 
note 4; Aramayo Francke Mines Ltd. and 
Ecott, cited at footnote 3. In the latter case 
it was assumed that the company was resi- 
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residence in the United Kingdom, while one 
other business, or more, may be wholly man- 
aged and controlled abroad. Where “no single 
act has been done or directed from this 
country by way of participation in or further- 
ance of trade or business of the company 
from which the profits or gains said to be 
chargeable to tax have arisen,” the business 
of the company is “managed and controlled” 
abroad and tax is charged on the remittance 
basis under Case V only.® 


Foreign Subsidiary Companies 


The practical application of these princi- 
ples to foreign subsidiary companies of United 
Kingdom companies has, in a number of 
cases, led to taxation of profits of foreign 
subsidiaries under Case I where, it is sub- 
mitted, it is doubtful whether, in fact, the 
profits were derived from a trade carried on 
in the United Kingdom. 


There can be no objection, of course, to 
the taxation of the profits of subsidiary com- 
panies which are really only sham companies 
“purporting to be carrying on business, and 
yet it may be the business of the English 
company carried on abroad.” * 


Where the affairs of the subsidiary com- 
pany are conducted under directions from 
and under the control of the English parent 
company, whose representatives may be the 
members of the board of its subsidiary, the 
residence of the subsidiary and the manage- 
ment and control of the subsidiary’s busi- 
ness are deemed to be in the United Kingdom. 
The subsidiary’s profits are chargeable under 
Case I of Schedule D. 


Where, however, the responsible manage- 
ment and control of the business of the foreign 
subsidiary company from which the profits 
arise are in the hands of one or more non- 
resident directors abroad who are the true 
head and brains of the business operations, 


while the resident directors (perhaps even 


dent in the United Kingdom and that its 
business was managed and controlled abroad. 
Liability to tax under Case I was confirmed 
because the company carried on its business 
partly within the United Kingdom by selling 
its products from abroad in the United King- 
dom through its agents. 

® Kodak Ltd. v. Clark (1902), 2 K. B. 450, 
465, 4 T. C. at p. 587; see also Nobel Dyna- 
mite Trust Company v. Wyatt (1893), 2 Q. B. 
499, 3 T. C. 224; Bartholomay Brewing Com- 
pany (of Rochester) Ltd. v. Wyatt, 3 T. C. 213, 
Gramophone and Typewriter Ltd. v. Stanley 
(1908), 2 K. B. 89, 5 T. C. 358; American 
Thread Company v. Joyce (1913), 6 T. C. 161; 
Commissioners of Inland Revenue v. Sansom 
(1921), 2 K. B. 492, 8 T. C. 20. 
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representing the majority of the board) are 
exclusively concerned with administrative 
work, such as checking and approving of the 
accounts, “disposing and dividing profits or 
gains when they have arisen,” * the business 
of the subsidiary company is managed and 
controlled abroad and is therefore not liable 
to tax on its profits derived from the busi- 
ness under Case I. Whether the profits are 
chargeable under Case V depends on whether 
the company, for some reason other than the 
management and control of the business in 
question, is regarded as resident in the 
United Kingdom. 


Twofold Functions of Directors 


Directors of a company have twofold func- 
tions—of an administrative and of a business 
character. For the establishment of “resi- 
dence,” certain administrative activities be- 
yond those required by the Companies Act 
may suffice. In order to subject the foreign 
company to tax under Case I of Schedule D, 
however, the management and control of the 
profit-earning business must be at least partly 
exercised in the United Kingdom. 


The exercise of administrative functions 
in the United Kingdom does not affect the 
character of the business of the foreign sub- 
sidiary as a foreign possession within the 
meaning of Case V; it does not make it a 
business carried on in the United Kingdom 
in the meaning of Case I. 


“The division of the profits formed no 
part of the profits-earning business of the 
company wholly carried on abroad.” * 


“To say that part of a company’s business 
is to pay dividends, if it has earned them, 
seems to me to be a play upon words.”’® 


Even the raising of financial means by the 
London directors of the company was not 
regarded as part of the management and 
control of the business. 


“Again, the money was not borrowed for 
any purpose connected with earning the pro- 
fits in question, but apparently for the pur- 
pose of raising funds with which to pay 5 
per cent. dividend on the ordinary shares 
which could not be paid otherwise without 
depleting the working capital in Egypt. It 
is clear that this borrowed money was not 
intended to feed the Egyptian business with 





7 Mitchell v. Egyptian Hotels Ltd., cited at 
footnotes 3 and 5. 

8 Mitchell v. Egyptian Hotels Lid., cited at 
footnotes 3 and 5. 
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further capital, still less had it played any 
part in earning the profits in question.” ” 


It is submitted that it is against estab- 
lished law to minimize or overlook the dif- 
ference between the duties of nonresident 
directors who manage and control the busi- 
ness of the company and the functions of 
resident directors who are concerned only 
with the administrative affairs of the company. 


Principles of Case Law 


In Kodak Lid. v. Clark, Gramophone & 
Typewriter Ltd. wv. Stanley, Bartholomay 
Brewing Company (of Rochester) Ltd. v. 
Wyatt and other cases, the courts have clearly 
distinguished between the control which the 
parent company exercises as the holder of 
shares in the subsidiary, on the one hand, 
and the control of the business exercised by 
the subsidiary, on the other. A company 
may control another company, but it does 
not necessarily follow that the business of 
the controlled company is a business carried 
on by the controller.” If it is not the busi- 
ness of the English parent company, but of 
the subsidiary abroad, “it matters not that 
the English company controls it, supervises 
it, administers it. It is the business of the 
foreign company and the foreign company 
owns it.” * 


To make a foreign subsidiary company 
liable to tax under Case I, it is not sufficient 
to show that there is a majority of directors 
resident in England who do not represent 
the directing brains of the business of the 
subsidiary but are only the controlling organ 
of the parent company as shareholder of the 
subsidiary. It is decisive whether the resi- 
dent directors, in carrying out their duties, 
represent the shareholders and control their 
interests or act as agents of the company in 
conducting its business abroad. 


There are, of course, cases where the man- 
agement of the business of the subsidiary is 
exercised by the local board abroad to whom 
the resident directors have delegated their 
power to manage and control the business 
while the board in the United Kingdom re- 
tains the power to determine the general 
business policy, and the general financial 
arrangements of the concern, which consists 
of the parent and subsidiary company and, 
it may be, a number of other companies. In 





® Lord Sumner in Mitchell v. Egyptian Hotels 
Lid., 6 T. C: at p.. Sa2: 

10 Kodak Ltd. v. Clark, 4 T. C. at p. 582. 

11 Kodak Ltd. v. Clark, 4 T. C. at p. 582. 

12 Kodak Ltd. v. Clark, 4 T. C. at p. 587. 








such cases, the taxation of the subsidiary, 
either under Case I or under Case V of 
Schedule D, depends on whether the resident 
members of the board of directors, in order 
to keep the business of the subsidiary in line 
with the general and financial policy on 
which they have decided, participate in any 
way in the management and control of the 


























Conclusion 


The application of the principles of taxa- 
tion of foreign subsidiary companies of United 
Kingdom companies may not always be 
simple. But the attempt to attach liability 
to tax under Case I to any foreign subsid- 
iary whose affairs are partly managed by 






business of the subsidiary from which the 


directors resident in the United Kingdom 
profits in question are derived. 


does not seem to represent a workable solu- 
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directed by the United Kingdom company 
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“The important point was, therefore, not 
whether he had power to interfere with the 
trade or business, but whether he had so in | sidiary, in fact, the mere agent of the English 
fact interfered during the period for which parent company, and its foreign business for 
the Crown alleged that he was assessable all taxing purposes the business of the 
under Case I.” * English company.” [The End] 











SALES TAX ON INTERSTATE COMMERCE TRANSACTIONS 
IN ILLINOIS 


The Illinois sales tax regulation covering interstate commerce transactions 
(No. 5) has been revised. This revision is noteworthy, since the former regula- 
tion was the subject of extensive comment. 


The regulation as it now stands brings within the measure of the tax certain 
sales which were formerly held to be exempt. The Illinois Department of Revenue 
has established a new “business situs” test for the purpose of determining tax 
liability. The Department “deems” a foreign corporation to have acquired a 
“business situs” in Illinois if the corporation is licensed or qualified to do business in 
Illinois or is “doing business” within the state to an extent that would requre it to 
become licensed or qualified. The legal authority for the provision in the regula- 
tion specifying that the Department “deems” every foreign corporation qualified 
or licensed to do business in Illinois to have a “business situs” in Illinois and, 
therefore, to be subject to the state sales tax may be questioned. Illinois sales 
tax decisions have stressed the point that in order for a foreign corporation to 
become subject to the tax, it must be engaged in the business of selling tangible 
personal property at retail in Illinois. 

The regulation was revised as a result of the decision of the Illinois Supreme 
Court in the case of Norton Company v. Department of Revenue (2 STATE Tax CASES 
{ 250-073). In this case, the taxpayer, a Massachusetts corporation having its 
plant and main office in that state, was qualified in Illinois and maintained an 
office and warehouse in Illinois where it kept a stock of its products amounting 
to nearly one sixth of its entire inventory. It was held that the taxpayer was 
liable for the Illinois tax when its products were shipped from its Massachusetts 
plant on orders sent directly to the home office and when the Illinois inventory 
could not supply an order and the material was shipped from Massachusetts. 


The case establishes the proposition that once a foreign corporation is engaged 
in the occupation of selling in Illinois, it is immaterial that shipment is made from 
a point outside of the state or that title to the goods passes to the buyer outside 
Illinois. It should be noted that the decision in this case is currently on appeal 
to the United States Supreme Court. 















13 Ogilvie v. Kitton (1908), 5 T. C. 338. 

44 Colquhoun v. Brooks (1889), A. C. 493, 2 
T. C. 490; Mitchell v. Egyptian Hotels Ltd., 
cited at footnote 5. 
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1% As in Apthorpe v. Peter Schoenhofen Brew- 
ing Company Ltd. (1899), 4 T. C. 41. 
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THE INJUNCTION 


in Federal Tax Cases 


nue Code, the substance of which has 
been part of our tax law since 1867, pro- 
vides that “except as provided in Sections 
272(a), 871(a), and 1012(a),* no suit for the 
purpose of restraining the assessment or 
collection of any tax shall be maintained in 
any Court.” This section based on the gen- 
eral need of the executive to be free from 
interference in a field which is difficult enough 
without the additional impediments which 
court orders would introduce seems at first 
glance a very broad and all-inclusive pro- 
hibition. However, from the very beginning 
of its statutory life, the courts have construed 
this section to be merely declaratory of a 
prior long-established general rule of equity 
which had never been absolute in its appli- 
cation and effect. Accordingly, despite the 
apparently clear language and purpose of 
Section 3653(a), injunctive relief has been 
granted in at least three kinds of federal 
tax cases. 


By far the most important type is the case 
of so-called “exceptional circumstances.” Here 
in addition to alleging that the tax has been 
erroneously or illegally collected, the peti- 
tion must set out “exceptional circumstances,” 
which merely amount to one of the tradi- 
tional grounds for equitable relief, such as 
no adequate remedy at law, the probability 
of irreparable harm, the likelihood of a mul- 
tiplicity of suits or the presence of a cloud 
on title. Not only is unconstitutionality or 


nearly identical. 
2 Yoshimura v. Alsup, 48-1 ustc J 9234, 167 F. 


(2d) 104 (CCA-9, 1948). However, as noted in 
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GECTION 3653(a) of the Internal Reve- 
h 


1 These sections provide for the regular peti- 
tion to the Tax Court for a redetermination of 
a deficiency. The language in all three is 


— — — of the Memphis Bar 


illegality of the exaction not enough for 
injunctive relief, but at least one recent case” 
seems to dispense with the necessity of such 
allegation altogether and base the relief en- 
tirely on the presence of the equitable ground. 


Section 3653(a) was construed at an early 
date to apply only to injunctions against 
assessment or collection involved in cases 
between the taxpayer and the collector and 
not to prohibit injunctive relief being granted 
to third persons to protect their rights. Thus, 
a third party can protect his property, can 
enjoin its distraint and sale and prevent its 
being used to satisfy the tax liability of an- 
other.* Accordingly, a second type of excep- 
tion to the statutory prohibition exists where 
the injunction is requested by and is neces- 
sary to protect the interests of a third person. 


A third group of cases has been decided 
under the rule of Lipke v. Lederer‘ and, if 
the facts warrant the application of that rule, 
an injunction has been granted on the the- 
ory that a “tax,” the restraint of the collec- 
tion or assessment of which is prohibited by 
Section 3653(a), is not being enjoined, but 
rather a penalty imposed for punishment is 
being restrained, and such restraint is not 
within the words or spirit of the statute. 
This rule generally has been sparingly applied. 


Of course, all cases in which the statute 
has been held not to apply do not neatly fit 
one of the three general types; often an in- 
junction has issued based on some combina- 


the discussion of this case later in this article, 
it may stand on its own unusual facts. 

8 Pool v. Walsh, 282 F. 620 (CCA-9, 1922). 
41 ustc f 67, 259 U. S. 557 (1922). 























tion of the three. However, the important 
conclusion can be drawn that despite Sec- 
tion 3653(a) and despite the availability of 
a remedy at law by suit for refund, injunc- 
tive relief can, in the right factual situation, 
be obtained against assessment or collection 
of federal taxes. 


General Background 


Section 3653(a) expresses the general 
rule, and as a result of its application an 
injunction against assessment or collection 
is not available in most federal tax cases. 


Probably the leading and most often cited 
case in this field, because there the Supreme 
Court considered the background and his- 
tory of the statute in detail, is Miller v. 
Standard Nut Margarine Company® In that 
case injunctive relief was granted under the 
“exceptional circumstances” exception where 
the Commissioner assessed a tax on a prod- 
uct as coming under the Oleomargarine Act, 
which action was arbitrary and capricious 
in view of prior decisions both of the Treas- 
ury and courts holding the particular prod- 
uct not taxable; since, in addition, enforcement 
of the tax would be oppressive, destroy. the 
taxpayer’s business and inflict a loss for 
which there was no adequate remedy at 
law, the injunction was allowed. 


The Supreme Court examines the statu- 
tory prohibition and states it to be merely 
declaratory of the prior long-established rule 
of equity that courts of equity do not re- 
strain the collection of a tax upon the sole 
ground of its illegality. For a restraining 
order there must also be “unusual or excep- 
tional circumstances”; such “exceptional cir- 
cumstances” exist here because there was 
no adequate remedy at law and because there 


was probability of irreparable harm unless * 


’ the requested relief were granted. 


The Miller case has generally been cited 
to stand for the rule which its language 
clearly expresses, that “exceptional circum- 
stances” exist where there is present one 
of the traditional grounds for equitable re- 
lief; however, in actuality, the case seems to 
go beyond this. There were allegations of 
lack of adequate remedy and irreparable 
harm, true, but in the last paragraph of the 
opinion the Court says: * 


“This is not a case in which the injunc- 
tion is sought upon the mere ground of ille- 


53 ustc § 878, 284 U. S. 498 (1932). 

6 284 U. S. 498, 510. 

7This was the number previously assigned 
to what is now Code Section 3653(a). 








gality because of error in the amount of the 
tax. The article is not covered by the Act. 
A valid oleomargarine tax could by no legal 
possibility have been assessed against re- 
spondent, and therefore the reasons under- 
lying Section 3224° apply, if at all, with 
little force.” 

This seems to say that where the Com- 
missioner’s error is as to amount the pro- 
hibition applies, but if his error consists of 
attempting to tax what is not within the 
scope of the statute at all, then “the reasons 
underlying Section 3224 apply, if at all, with 
little force.” Of course, the latter type error 
—erroneous inclusion—represents a goodly 
percentage of the total cases, and if the lan- 
guage of the Miller case be taken literally, 
such a distinction would provide an entirely 
new basis for the injunction. For the gen- 
erally accepted rule in the lower courts has 
been that where the taxing officials act un- 
‘der color of their office, the fact that the 
particular exaction is unauthorized does not 
allow injunctive relief* 


Whether this language means what it seems 
to say remains for the Court to decide, but 
interesting indeed will be its opinion on an 
appropriate set of facts presenting the sit- 
uation where, with no independent grounds 
for equitable relief, the collector’s error is 
as to scope of application of the tax statute, 
not as to amount, assuming the above-quoted 
lines from the Miller case are drawn to the 
Court’s attention. 


However, the main result is important— 
the statute does not amount to an absolute 
bar against injunctive relief in all situations. 


The Miller case presents a fairly complete 
analysis by the Supreme Court; however, in 
the statute’s early days, in 1876,° that Court 
had attempted to explain this enactment; 
this policy, it said, was based on the expe- 
rience of the ages of need for a summary 
and stringent means for tax collection against 
a reluctant sentiment. In 1883” the Court 
said that with a suit for refund there was 
provided for the taxpayer a complete pro- 
tective system and that, consequently, there 
was no need for injunctive relief, that the 
“internal revenue laws provide a system of 
corrective justice consisting of appeal within 
the executive departments and of a remedy 
of a suit to recover back taxes claimed to 
be illegally or erroneously assessed or col- 
lected; and such a system of corrective jus- 


8 Reinecke v. O. D. Jennings Company, 1927 


CCH { 7088, 16 F. (2d) 927 (CCA-7, 1927), cert. 
den. 274 U. S. 753 (1927). 

* “State Railroad Tax Cases,’’ 92 U. S. 575. 
10 Synder v. Marks, 109 U. S. 189. 
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tice was intended to be and is adequate, 
complete and exclusive, and there is no place 
in the system for an application to a Court 
of Justice until after payment of a tax.” 


In further construing the language of the 
statutory prohibition the courts have gener- 
ally given it broad meaning. Thus, in Gouge 
v. Hart™ it was held that the prohibition 
against “restraining” referred to restraining 
in the broad sense of hindering or obstruct- 
ing and did not merely mean a technical 
restraining order; therefore, the court would 
not set aside certain sales made after a dis- 
traint since that would be “restraining” in 
the broad sense. 


Likewise the word “assessment” has been 
held to include preliminary investigation, 
and, therefore, a taxpayer could not enjoin 
an agent from examining his books.” 


Also, under the general rule of prohibition 
against injunction, in addition to mere ille- 
gality or error in assessment, it has often 
been held that unconstitutionality of the 
tax statute is not enough to merit injunctive 
relief." Cohen v. Durning,* a New York 
case that seems to be a real borderline sit- 
uation, denied injunctive relief because of 
the statute, even though the Agricultural 
Adjustment Act, the tax statute in question, 
had been declared unconstitutional by the 
United States Circuit Court of Appeals in 
a different circuit, although the taxpayer 
would be in a disadvantageous competitive 
position since many of his competitors in 
that other circuit had received injunctive 
relief,” and although the taxpayer also at- 
tacked the adequacy of the remedy at law 
by pointing out that even though the law 
was unconstitutional Congress might legis- 
late against recovery of what had already 
been paid in under the act. 

Nor can a taxpayer who delays payment 
so long that his right to a refund is barred 
by the statute of limitations” receive in- 
junctive relief on the theory that his is an 
“exceptional” situation. Clearly, at one time 


11250 F. 802 (DC Va., 1917), writ of error 
dism’d 251 U. S. 542 (1920). 

2 Calkins v. Smietanka, 240 F. 138 (DC IIl., 
1917). 

13 Reinecke v. Peacock, 1 ustc { 105, 3 F. (2d) 
583 (CCA-7, 1924), cert. den. 268 U. S. 699 
(1925). Appeal dism’d 271 U. S. 643 (1926). 

1411 F. Supp. 824 (DCN. Y., 1935). 

4% Such a point was given some weight in 
the Miller case, cited at footnote 5. 

16 Graham v. Dupont, 1 ustc { 78, 262 U. S. 
234 (1922). 

11 Seaman v. Guaranty Trust, 1924 CCH { 3384, 
1F. (2d) 391 (DCN. Y., 1924). 

18 Graham v. Dupont, cited at footnote 16. 

12See the final part of the discussion of 
Miller v. Standard Nut Margarine Company, 
herein. 
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he had an adequate remedy at law.” Simi- 
larly, it has been held that an injunction 
will not issue against a pledgee’s turning a 
pledgor’s property over to the collector where 
a distraint order existed against the pledgor, 
whose tax liability allegedly was barred by 
the statute of limitations. 


Also, the statutory prohibition is invoked,* 
even though there is irregularity or illegal- 
ity, where proper officers with general ju- 
risdiction over the subject matter have made 
an assessment and claim it valid.” And 
where the taxing authorities act under color 
of their office, the fact that the particular 
exaction is unauthorized does not allow an 
injunction.” In R. J. Reynolds Tobacco Com- 
pany v. Robertson™ it was decided that even 
if the collector acts capriciously and arbi- 
trarily he cannot be enjoined in the absence 
of other equities. Miller v. Standard Nut 
Margarine Company™ is cited as standing for 
this proposition, and the Court points out 
that “there it was decided that the tax sought 
would destroy complainant’s business and 
no adequate remedy at law existed.” Not 
referred to, however, is the language from 
the Miller case indicating that where the tax 
statute did not cover the petitioning tax- 
payer at all, as distinguished from disagree- 
ment as to the amount of tax, “the reasons 
underlying Section 3224 apply, if at all, with 
little force.” In the R. J. Reynolds case the 
taxpayer had alleged that the tax on ciga- 
rettes for domestic consumption did not 
apply at all to cigarettes which had been 
shipped to foreign purchasers but which 
had been stolen from the carrier, and the 
plaintiff would thus seem to have brought 
his case under the new distinction noted in 
the Miller case. 


Injunctive relief has also been denied un- 
der thé statutory prohibition where there 
was a violation of the taxpayer’s constitu- 
tional rights in assessing the tax,” where 
the tax was confiscatory * and where there 
was fraud in the making of the assessment.” 


20 Reinecke v. O. D. Jennings Company, cited 
at footnote 8. 

21 35-2 ustc 7 9456, 14 F. Supp. 463 (DC N. C.., 
1935), other points aff'd 36-1 ustc { 9057, 80 
F. (2d) 966 (CCA-4, 1935), cert. den. 297 U. S. 
719 (1935). On appeal the question of the right 
to injunction had become moot since by then 
the company had paid the assessed tax. 

22 Cited at footnote 5. 

23 Nan v. Rasmussen, 1932 CCH { 9504, 1 F. 
Supp. 466 (DC Mont., 1932). There was illegal 
search and seizure. 

*% Broadway Blending Corporation v. Sugden, 
1933 CCH { 9219, 2 F. Supp. 837 (N. Y., 1933). 

2 Nye v. Washburn, 125 F. 817 (1903). 








That the tax in question was novel and 
retroactive and presented a most compli- 
cated accounting problem has been held not 
to constitute “exceptional circumstances,” * 
nor were allegations of insolvency sufficient.” 


Thus many decided cases have applied 
the statute and denied relief in circumstances 
that would seem exceptional to the outsider. 


“Exceptional Circumstances” 
Exception 


(a) Georgia University cases—a clear ex- 
ample of the exception—An outstanding 
and much-cited group of cases * which stand 
for the proposition that lack of a plain, ade- 
quate and complete remedy at law amounts 
to “exceptional circumstances” is the litiga- 
tion concerning the federal admissions tax’s 
applicability to athletic events sponsored by 
the various state-supported universities in 
Georgia. 

Georgia contended that such a tax was 
unconstitutional since it was an improper 
taxation of state instrumentalities by the 
United States government.” However, faced 
with possible criminal penalties the state 
had, prior to requesting injunctive relief, 
collected the tax from the athletic patrons, 
paid and sued for a refund; the suit for re- 
fund had been unsuccessful since the Court 
held that the university system was not the 
real taxpayer and hence the improper per- 
son to bring the refund suit. After the deci- 
sion the university system continued to collect 
the tax, printing on the tickets that the amount 
which the customer paid for tax would be 
considered merely an addition to the price 
of admission if the university system were 
ultimately held nonliable for the tax. 


When the collector threatened distraint, . 


. an injunction was granted based on the 
presence of a close constitutional question 
plus the lack of any adequate legal remedy. 


(b) Drawing the line in determination of 
“exceptional circumstances.”—Much more 
difficult of determination were the decisions 
in three relatively recent cases decided by 
the United States Circuit Court of Appeals 
for the Sixth Circuit, all of which arose 
from the Northern District of Ohio and all 


% Steinhagen Rice Milling Company v. Sco- 
field, 37-1 ustc { 9067, 87 F. (2d) 804 (CCA-5, 
1937). The so-called ‘‘windfall tax’’ which was 
designed to prevent unjust enrichment by rea- 
son of unpaid processing taxes was involved. 

1 Concentrate Manufacturing Corporation v. 
— 37-2 ustc { 9330, 90 F. (2d) 439 (CCA-2, 

m 

% Regents of University System v. Page, 36-1 

ustc { 9088, 81 F. (2d) 577 (CCA-5, 1936); Allen 


of which are concerned with the collection 
of tax under the Federal Insurance Contri- 
butions Act, 26 USCA, Internal Revenue 
Code Sections 1400ff., and the Federal Un- 
employment Tax Act, 26 USCA, Internal 
Revenue Code Sections 1600ff.; they show 
how thin the distinction was between a case 
presenting “extraordinary circumstances” and 
one where injunctive relief was denied. 

In Midwest Haulers v. Brady™ injunctive 
relief was granted; the taxpayer’s petition 
alleged not only that certain truck owners 
with whom it had contracts were “independent 
contractors” and that, therefore, the taxes 
in question were erroneously and illegally 
assessed, but, more important for this dis- 
cussion, that for several reasons equitable 
relief of the kind requested was appropriate: 
first, because the taxpayer had no funds 
with which to pay the taxes, and their col- 
lection by a sale of assets would completely 
destroy the business; next, because it was 
without right of recoupment of any of the 
tax from its contract carriers and it did not 
include this tax in its computations when 
its tariff rates were submitted and approved; 
lastly, because distraint would have meant 
forfeiture of its most valuable assets, its 
certificates of convenience and necessity and 
various private contracts, and these intan- 
gible assets would have no market value at 
forced sale. 


This final allegation has become the main 
support of the opinion; the court says that 
there is no adequate remedy at law—even a 
suit for refund being insufficient—and that 
sale of the taxpayer’s assets would destroy 
the above-named intangibles; it states that 
since these values would be completely lost 
and are in no manner recoverable at law, 
equitable relief is granted. The court also 
considers the first two allegations, which 
are in effect claims of irreparable harm if 
relief is not forthcoming. 


John M. Hirst and Company v. Gentsch™ 
also is a case in which the relief was granted; 
here again the taxes were allegedly assessed 
erroneously, here because the persons in 
question were partners and not subject to 
the statutes which seek to reach “employ- 
ees”; injunctive relief was requested because 
of a combination of lack of adequate remedy 





v. Regents of University System, 38-2 ustc 
f 9321, 304 U. S. 439 (1937). 

2 This contention was denied by the Supreme 
Court. 

30 42-2 ustc { 9550, 128 F. (2d) 496 (CCA-6, 
1942). 

31 43-1 ustc { 9356, 133 F. (2d) 247 (CCA-6, 
1943). 


962 October, 1950 @© TAX ES—The Tax Magazine 








_- ie. cot ax Ga =e ee 





— SS oS. hw 


' 





at law and chance of irreparable harm to the 
business. “If the collector, whose duty it is 
to collect them [the taxes in question], pro- 
ceeds to do so by distraint or levy, the plain- 
tiff will be forced into complete cessation 
of its mining operations, and its business 
will be ruined.” 

In a short opinion, the court simply al- 
lows the injunction and calls this an “ex- 
traordinary or exceptional case”; Midwest 
Haulers v. Brady is followed, and broad im- 
plications are drawn from the language of 
that case and several Supreme Court cases.” 


Yet the following year the same court, 
although the personnel was not identical, 
denied injunctive relief in the Reams v. Vroo- 
man-Fehn Printing Company,® where the tax- 
payer’s allegations were very similar to those 
in the two earlier cases. Again, that the tax 
was illegally assessed was alleged. It was 
the taxpayer’s contention that the persons 
in question were partners, that as a partner- 
ship in the job printing business they had 
leased certain facilities from the taxpayer 
corporation and that it was erroneous to 
contend that the corporation was the “em- 
ployer” of these persons. Further, “extraor- 
dinary and unusual circumstances” which 
should be the basis for equitable relief were 
felt by the taxpayer to be present, because 
it had been unable to raise money, collec- 
tion by distraint would cause destruction of 
its estate, and, if it were made to pay, it 
would have to resort to a multiplicity of 
suits to recover from its employees. 


The court distinguishes the Midwest Haul- 
ers and the John Hirst cases on the ground 
that in those two situations intangibles would 
be destroyed that could never be recovered 
in a mere action at law, and then says that 
since this taxpayer’s only business is own- 
ing and leasing property “it has no good- 
will or other intangible assets which would 
be destroyed by a sale of its tangible assets.” 
This conclusion seems hardly justifiable; 
certainly one who owns and leases property 
might have built up good will and acquired 
intangible assets; further a sale of tangible 
assets would clearly lessen and probably de- 
stroy the value of the taxpayer’s lease. The 
government here found itself taking the 
very inconsistent position that for tax pur- 
pose this lease and partnership did not exist 
and these persons were “employees” of the 
corporation, yet for purposes of the injunc- 
tion these legal relations did exist and the 
taxpayer’s only business was “owning and 
leasing property.” 


Why the taxpayer did not argue and was 
not allowed to prevail on the theory that, 
for purposes ‘of the injunction, a sale of 
assets would destroy the good will of its 
printing business is hard to understand, un- 
less the attorneys for the taxpayer may have 
wished, themselves, to avoid being accused 
of taking an inconsistent position in the 
later hearing on the merits of the plaintiff's 
tax liability. 

This case is hard to reconcile with the 
two earlier decisions and would seem to 
present allegations of lack of adequate rem- 
edy and of irreparable harm that certainly 
could possibly be the basis of a conclusion of 
“exceptional and extraordinary” circumstances, 
and of injunctive relief as granted in the 
Midwest Haulers and the John Hirst cases. 


Further in a strangely irrelevant and sum- 
mary fashion the court disposes of the tax- 
payer’s multiplicity contention. The court 
says it does not consider the merits of the 
taxpayer’s claim, but that if it were finally 
determined to be nonliable for the tax, it 
could always get a refund for the entire 
amount, including what it paid in behalf of 
the “employees” from whom it had not col- 
lected, and if it were determined to be liable 
for the tax, the fact that it could not recover 
from its “employees” was no ground for 
granting injunctive relief. Of course, the 
point that it would have to sue each and 
every one of these men and become involved 
in a number of lawsuits is the real conten- 
tion, not that it might lose the suits. Thus, 
the taxpayer contended that injunctive re- 
lief should be granted and, presumably, the 
tax liability determined in advance of pay- 
ment in order that the taxpayer not be in- 
volved in the problems and expense of a 
number of lawsuits to recover from the 
“employees” the part of the tax that they 
should have paid under the law. 

The contention was rejected and perhaps 
as a matter of policy it should have been, 
since the possible suits would not be vexa- 
tious enough to rate the classification “ex- 
ceptional”; but this contention should not 
have been rejected by a failure to face its 
worth, as it was. If the courts reject such 
a contention, they should carefully point out 
when and how multiplicity of suits may be 
the cause of a conclusion of “exceptional 
circumstances.” 


(c) Recent case of unusual facts and in- 
terests.—A very recent case,“ which prob- 
ably must stand on its own facts, sets up a 





32 Miller v. Standard Nut Margarine Company 


and Regents of University System v. Page. 
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33 140 F. (2d) 237 (CCA-6, 1944). 
% Yoshimura v. Alsup, cited in footnote 2. 
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very liberal test for “exceptional circum- 
stances.” A Japanese garage-owner in Ha- 
waii signed a waiver for assessment and 
collection of income tax deficiency (and was 
thus barred from the Tax Court) in 1944” 
after being threatened with internment in 
the Army or in prison if he refused. This 
assessment and collection was enjoined. The 
court does not even require allegations of 
illegality of the tax in this case and further 
seems to hold that the remedy at law is in- 
adequate simply because the taxpayer was 
short of funds with which to pay. Probably 
this case must be read, considering how 
completely flagrant a violation of decency 
this action by the collector was and not a 
lessening of the normal rule. 


A number of cases presenting what the 
courts call “exceptional circumstances” have 
been presented. Thin distinctions are drawn 
on occasion but, generally, the alleged facts 
must substantially come under one of the 
traditional grounds for equitable relief for 
this conclusion to be reached. And for an 
injunction to issue there must be allegations 
of illegality or error in the particular assess- 
ment in addition to “exceptional circum- 
stances.” 


Third-Party Exception 


That the statutory inhibition has been 
held not applicable to injunctions requested 
by persons other than the one allegedly lia- 
ble for the tax to protect their property and 
prevent its application to the reduction of 
another’s tax liability is certainly not too 
amazing a departure. While it may be ar- 
gued that the statutory policy of protecting 
the collector from undue hindrance on the 
part of a reluctant taxpayer is beneficent, 
certainly the considerations of the collector’s 
_freedom from interference begin to seem quite 
unimportant as compared with considerations 
of protection of innocent third parties where 
the collector threatens to apply one man’s prop- 
erty to reduce another’s tax liability. 


One early case seems to stand for the 
rule that even in a true third-party situa- 
tion there must also be an independent ground 


% The court considered the facts that the 
United States was then at war with Japan and 
that the taxpayer knew little English, in con- 
cluding that the circumstances were ‘‘excep- 
tional.”’ 

% Long v. Rasmussen, 281 F. 236 (DC Mont., 
1922). 

*% Rothensies v. Ullman, 40-1 ustc { 9308, 110 
F. (2d) 590 (CCA-3, 1940). 

% Bigley v. Jones, 46-1 ustc J 9161, 64 F. Supp. 
389 (DC Okla., 1946). 

% Rosenthal v. Allen, 48-1 ustc { 9143, 75 F. 
Supp. 879 (DC Ga., 1948). There were also 


for equity.” But the great bulk of cases say 
that an injunction against the collector will 
issue at the request of a third party to pro- 
tect his property from being applied to re- 
duce someone else’s tax liability and that 
this protection of a third party is the sole 
prerequisite for the relief. 


Thus, a federal district court was upheld 
in squashing a distraint against a joint bank 
account of husband and wife where the hus- 
band alone was liable for tax.” A wife, be- 
cause of her “indivisible and vested interest” 
in homestead property, was able to enjoin 
its sale for taxes owed by her husband.* 
A wife transferee, who was clearly not liable 
since the transfer was made long before the 
tax liability of her husband accrued, se- 
cured an injunction.” A recent case“ in the 
field of partnership, which seems to go 
quite far, allows each partner to enjoin sale 
of partnership assets for taxes due from the 
other partner. One partner can prevent his 
interest from being sold to pay any other 
partner’s taxes; of course, however, the in- 
junction at the same time protects the de- 
linquent partner, and there seems little or 
no reason why this protection should be his 
in view of the statute. Particularly is this 
true since the partnership as such pays no 
income tax, and the individual partner’s tax 
liability in all probability has arisen as a 
result of the successful operation of the busi- 
ness. All the delinquent partner need do in 
order successfully to hamper tax collection 
is have a partner obtain an injunction under 
the pretext of protecting his interest in part- 
nership assets. 


In two interesting cases involving corpo- 
rations, it has been held that where corpo- 
ration A transferred all assets to corporation 
B, and the collector distrained against 
corporation B because of corporation A’s 
tax liability, corporation B could secure in- 
junctive relief.“ But, if corporation B is the 
mere alter ego of corporation A, the relief 
will not be granted.* This distinction seems 
a quite valid one. This exception should not 
be allowed unless the third party suing for 
injunctive relief is in fact separate and inde- 
pendent from the taxpayer. Indeed the validity 


elements of ‘‘exceptional circumstances’’ here 
since the wife would lose her sole source of 
income and the tax liens were clouds on her 
title. 

# Adler v. Nicholas, 48-1 ustc { 9205, 166 F. 
(2d) 674 (CCA-10, 1948). 

“ Lion Coal Company v. Anderson, 1932 CCH 
7 9583, 62 F. (2d) 325 (CCA-10, 1932). 

“2 Racelsior Life Insurance Company vv. 
Thomas, 43-1 ustc { 9439, 49 F. Supp. 90 (DC 
Tex., 1943). 
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of some of the previously discussed hus- 
band-wife cases may be doubtful; it hardly 
seems to be in accord with the words and 
spirit of the statute for a husband to be able 
to open a joint husband-wife bank account 
with all of his funds and by his wife’s third- 
party rights get around the inhibition. 

New York Casualty Company v. Zwerner* 
is representative of those cases where the 
application of the exception seems quite 
necessary and correct. The plaintiff surety 
company, after paying off certain suppliers 
under the terms of a performance bond, had 
been attempting under theory of subroga- 
tion to assert the subcontractors’ claims; the 
contractor’s main asset consisted of a fund 
held back by the National Housing Agency 
under the original construction contract. 
The collector was attempting to reach this 
fund for taxes owing by the contractor, and 
the plaintiff received an injunction under 


the third-party exception. Actually the in-~ 


junction was directed against the National 
Housing Agency’s paying over to the col- 
lector, but, presumably, the collector was 
also bound by the order. Thus the rights 
of the innocent third-party surety company 
were in danger and, as the court points out, 
Section 3653(a) does not prevent a third 
party from protecting his lien; that section 
only applies in actions between the tax- 
payer and the collector. 


Exaction Which Is Penalty, 
Not “Tax” 


An injunction was allowed in the Lipke 
v. Lederer “ case against collection of certain 
amounts under the National Prohibition 
Act since, the Court held, the exaction was 
punishment for a criminal offense and not 
a “tax” in the sense that the word was used 
in the statute. 


The rule of the case has been applied 
with hesitation. One recent opinion® says 
that this exception was allowed only because 
evidence of crime was necessary to justify 
imposition, because the tax was extremely 
high and because it was part of an avowed 
attempt to prevent the manufacture of liquor. 
This case then proceeds to deny application 





of the rule in the situation there involved 
where the tax was on adulterated butter and 
the element of intent was necessary for the 
tax to be assessed. The court admits that 
this tax is, as are many others, to some ex- 
tent regulatory, but denies the relief on the 
basis of the strong policy of Section 3653 
(a). This decision clearly shows the re- 
luctance of the courts to use this exception 
for even with a mental element necessary 
for the tax the court does not classify it as 
a penalty, but rather as a revenue measure. 
In accord with this, it has been held that 
neither penalties for failure to make returns 
nor penalties for failure to pay* bring the 
case under Lipke v. Lederer, nor do fraud 
penalties.” 


In Driscoll v, Jones*® the court enjoined 
the collector under what it called the pen- 
alty exception. There the taxpayer’s home- 
stead was being sold because of a warrant 
against an illegal still, with which appar- 
ently he had no connection. The tax was in 
the nature of punishment for a crime, but 
also present were facts that would seem to 
establish a good case under the “exceptional 
circumstances” exception. 


Injunctions were granted in Lipke v. Led- 
erer, Regal Drug Corporation v. Wardell * 
and several other early cases under this pen- 
alty exception; however, this exception has 
been seldom applied in later cases, at least 
lower court cases. Certainly some reason 
exists for such an exception, and the Su- 
preme Court may re-establish its validity 
under the proper facts. It is one thing to 
hinder the collector in his daily routine of 
raising revenue, but it’s quite another to 
fight against a very summary conviction of 
crime when there has not even been a chance 
to be heard. 


Conclusion 


Code Section 3653(a) has codified a pre- 
existing general rule which denies injunc- 
tive relief for a taxpayer against assessment 
or collection of federal taxes. This rule is 
not absolute, and if the case is brought within 
one of the recognized exceptions, an injunc- 
tion can be obtained. [The End] 


How big our tax will be a year from now is unknown. Let’s call 
it an X-size tax!—Wall Street Journal, September 7, 1950. 





43 45-1 ustc § 9140, 58 F. Supp. 473 (DC IIil., 
1944). 

44 Cited at footnote 4. 

4 Gehman v. Smith, 48-1 ustc { 9187, 76 F. 
Supp. 805 (DC Pa., 1948). 

% Burke v. Mingori, 42-2 ustc { 9539, 128 F. 
(2d) 996 (CCA-10, 1942). 
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% Harvey v. Harly, 47-1 ustc { 9229, 160 F. 
(2d) 836 (CCA-4, 1947). 

#19 F. Supp. 792 (DC Okla., 1937). 

491922 CCH { 2074, 260 U. S. 386 (1922). 


result approximately equivalent to that ob- 
tained by the so-called ‘last-in, first-out’ 
method of inventory accounting. This is a 
generally accepted accounting practice de- 
signed to permit the allocation of incurred 
costs in such a manner as to relate them to 
revenues more nearly on the same price level 
basis than would the ‘first-in, first-out’ 
method formerly used by the company. The 
general effect is to exclude from reported 
profits increases in inventory costs since 
these increases are deemed to be merely the 
result of rising cost levels. With minor ex- 
ceptions, the dollar amounts of inventories 
recorded in the company’s financial state- 
ments during these two years reflect only 
the changes in the physical volume of in- 
ventories. Furthermore, since the amounts 
of profits and inventories have not been in- 
flated for cost increases above the level of 
January 1, 1947, they will not have to be 
deflated for decreases in cost levels at least 
until such time, if ever, as cost levels decline 
below those prevailing at January 1, 1947. 
At the end of 1948, the replacement cost 
of the company’s inventories was approxi- 
mately $61,350,000 as compared with the 
amount of $49,754,096 reported in the finan- 
cial statements on the basis of the approxi- 
mate cost levels prevailing at January 1, 
1947.” (Caterpillar Tractor Company; not 
for tax purposes.) 


(7) “Inventories—at cost determined prin- 
cipally on the ‘last-in, first-out’ basis of 
valuation (approximate replacement cost 
$2,515,573 in 1948) —$2,195,425.31.” (Fal- 
staff Brewing Company; balance sheet.) 


(8) “. . . at $8,524,742 below cost or 
market....” (Federated Department Stores, 
Inc.; president’s letter.) 


(9) “Under the LIFO method of inven- 
tory accounting, the principal raw materials 
were carried on our books at the close of 
the year at a valuation of $7,875,268.42 less 
than replacement cost on October 31, 1948.” 
(The Glidden Company; president’s letter.) 


(10) “At July 31, 1948 the cumulated re- 
duction in the inventory valuation by use of 
the LIFO method amounted to $12,719,314 
equal to approximately 34% of the inven- 
tories valued at present price levels, thus 
providing a substantial cushion against 
shrinkage in future earnings resulting from 
price decline.” ( R. H. Macy & Company, 
Inc.; president’s letter.) 


| ACQ. AND NON-ACQ.—Continued from page 898 


(11) “. . . the amount at which the in- 
ventories are stated at December 31, 1948 
is less than current replacement cost.” 
(Mohawk Carpet Mills, Inc.; footnote.) 


(12) “Inventories of whiskies produced in 
the company’s distilleries have been substan- 
tially increased during the year and are 
valued at about $21,000,000 less than they 
would have been on the cost basis used prior 
to the adoption in 1946 of the ‘LIFO’ method 
of inventory valuation.” (National Distillers 
Products Corporation; president’s letter.) 


(13) “Inventories—stated at cost (prin- 
cipally standard costs periodically adjusted) 
or market, whichever is lower, except for 
certain items of resale merchandise and 


. tubular products aggregating $14,880,853.11. 


which are stated on ‘last-in, first-out’ basis and 
had a current replacement cost of approxi- 
mately $5,500,000 in excess of the stated value.” 
(National Supply Company; balance sheet.) 


(14) “The replacement market value of 
inventories valued on the last-in, first-out 
basis was approximately $3,748,000 in ex- 
cess of their stated values at January l, 
1949.” (Textron, Inc.; footnote.) 


(15) “LIFO inventories, if priced at the 
lower of cost or market would be increased 
by about $231,000 at August 31, 1948 and 
$115,000 at August 31, 1947.” (Jantzen 
Knitting Mills, Inc.; footnotes.) 


(16) “Leather valued at $607,017 in the 
inventory of raw materials at October 31, 
1948 has been priced at cost on the basis 
of ‘last-in, first-out’ resulting in a value of 
approximately $240,000 below cost of re- 
placement.” (Nunn-Bush Shoe Company.) 


The advantage LIFO gave to these com- 
panies during a period of rising prices is 
obvious since the elimination of unrealized 
profit in the inventory deferred income taxes 
that would otherwise have had to be paid. 
When it is considered that the coming years 
will be subject to a new excess profits tax 
law, besides an inflationary trend, it will be 
realized that the tax advantage of changing 
to LIFO is a double one, as besides de- 
ferring “normal” income taxes its use will 
also defer profits to years that will extend 
beyond the new excess profits tax law. 
Therefore, it appears that a change to LIFO 
as of the close of the current year is timely. 
The publication Accounting Techniques, pre- 
viously referred to, shows in a summary on 
page 33 that only about fifteen per cent of 
the reports examined indicated that LIFO 
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was in use, and some of these indicated that 
LIFO was not used for tax purposes (note 
No. 6: Caterpillar Tractor Company). 


1948 1947 1946 
Method not indicated.. 285 274 281 


SRS eee et 96 92 79 
Other methods (com- 
RE eee: 282 283 246 


663 649 606 


Of the four companies adopting LIFO 
during the year, W. T. Grant Company and 
R. H. Macy Company, Inc. adopted it for 
tax purposes, while Atlas Imperial Diesel 
Engine Company and Johns-Manville Cor- 
poration did not. In addition Clearing 
Machine Corporation readopted it for tax 
purposes. 


Prior to 1939 the LIFO method was 
allowed only to tanners and producers and 
processors of nonferrous metals; at present 
this method may be adopted by any tax- 
payer. LIFO may be applied only to cer- 
tain classes of goods (and if preferred to 
raw materials only, including those in goods 
in process and in finished goods, expressed 
in terms of appropriate units). LIFO may 
be adopted for only that phase, in the man- 
ufacturing process where a product recog- 
nized generally as saleable is produced 
(for example, in the textile industry where 
one phase of the process is the production 
of yarn), or for any one raw material, when 
two or more raw materials enter into the 
composition of the finished product (for 
example, in the case of cotton and rayon 
yarn. LIFO may be used by one who reg- 
ularly and consistently matches purchases 
with sales (for example, hedging on a futures 
market) (in this case firm fixed price sale 
and purchase contracts entered into on or 
before the date of the inventory may be 
included in sales or purchases to determine 
cost of goods sold). 


With the adoption of LIFO left to the 
discretion of the taxpayer it is inconceivable 
that an informed taxpayer would pass up 
the double advantage made possible by its 
adoption at the present time. Therefore, 
I repeat that in view of the current outlook 
each tax practitioner is “duty bound” to ex- 
plain the LIFO principle and its advantages 
to each of his clients, unless he knows that 
the value of the inventories in use is negligible 
or unless he knows of other circumstances 
that would make adoption impractical or 
impossible. 

JosepH R. Hock 
PEorIA, ILLINOIS 


Acq. and Non-acq. 


Double Taxation 
Sir: 


We have been handling an estate involv- 
ing several hundred thousand dollars in 
stocks and bonds located in Canada, and 
approximately $100,000 in assets located in 
this country. We prepared and filed an 
estate tax return on this estate and have 
run into the provisions of the United States- 
Canada Death Duty Convention, which was 
enacted in 1944, As you probably know, 
this convention was designed to prevent 
double taxation of such estates. 


On January 1, 1947, the Dominion gov- 
ernment doubled its succession duty rates, 
and because of this action the benefits of the 
tax convention have been largely done away 
with. The Dominion government in doubling 
these rates also allowed the Canadian prov- 
inces credit for fifty per cent of these death 
duties, and now our federal government is re- 
fusing to allow credit for more than the amount 
actually paid the Dominion government. 


In our particular estate, approximately 
$90,000 was paid in death duties to the 
Dominion government and the provinces, 
and the federal government and the State 
of Texas are claiming approximately $75,000 


, in death taxes. 


This is a most inequitable result, since if 
all of the assets in our estate had been lo- 
cated in this country the total death taxes 
would have been about $110,000. 


We are attempting to get some action 
out of our Treasury Department in amend- 
ing the tax convention, but in the mean- 
time we feel that some publicity to this 
condition should be given. We feel sure 
that there are many persons in this coun- 
try who have large holdings in Canada and 
who are unaware of the double taxation 
which their estates will be liable to under 
the present terms of this convention, and 
we would like to see your magazine publish 
an article in this connection. 


WILLIAM C, SNow 
Ex Paso, TEXAS 


[We will be glad to publish an article on 
the Convention if we can get it written.— 
Editor] 


“Taxable Year’ for Aliens 
Sir: 


I have read with a great deal of interest 
the article “Aliens and the Income Tax Law” 
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by Henry Schneider in the July, 1950 issue 
of TAXES. 

The article is quite informative and very 
well written. However, I wish to point out 
that a clarifying statement should be made 
regarding that portion of the article dealing 
with aliens departing from the United States. 
On page 621, the paragraphs in question 
read as follows: 

“The Commissioner can declare the tax- 
able year immediately terminated... . 


“Such termination of the taxable year may 
occur each time the alien departs. ...” 


It is the writer’s opinion that the term 
“taxable year” is misleading. The correct 
terminology should be “taxable period.” 
You can readily see that there is quite a 
difference between these two terms because 
if departing aliens should consider the tax- 
able year terminated at the time of their 
departure, then the alien, upon his return 
within the same calendar year, could con- 
sider the income earned for the second half 
of his stay in the country as being a separate 
taxable year, and in that way evade paying 
the correct tax for the entire calendar year. 
G. C. M. 17195, XV-2 CB 107 (1936), states 
as follows: 


“Where a nonresident alien engaged in 
trade or business in the United States makes 
two visits to the United States during the 
same year, his taxable period may be imme- 
diately terminated after each stay under the 
provisions of section 146... , and his in- 
come and deductions for the second period 
should be combined with those of the first pe- 
riod. At the end of the calendar year and 
not later than June 15 of the succeeding 
year, he should file a complete return for 
the 12-month period and pay any balance of 
tax due or claim refund of any overpayment 

- of tax.” (Italics supplied.) 


In addition, we have a ruling from the 
Treasury Department regarding this partic- 
ular point and in that ruling Commissioner 
McLarney states, 


“The closing of such taxable period does 
not, however, close the taxable year. The tax- 
payer whose taxable period has been ter- 
minated may file, and is required to file, a 
final return for the full taxable year at the 
expiration of such year.” (Italics supplied.) 

A copy of the complete ruling can be 
found in CCH STANDARD FEDERAL TAx RE- 
PORTS at J 6160. 

NATHANIEL FIELD 


New York City 


Ad Valorem Taxes 
Sir: 


I had the impression that most of your 
articles consist of technical discussions of 
controversial details of the tax laws, with 
little or no consideration of their possible 
conflict with the fundamental commands and 
guarantees in the United States Constitution. 


Many people think that the Constitution 
prohibits the levy of a uniform direct ad 
valorem land tax by the United States and 
that the only taxing power delegated to the 
United States is the power to tax imports, 
incomes, inheritances and consumers gener- 
ally, as consumers. 


Might not an article review the conflicting 
opinions of the judges as to what is a direct 
tax, and what is not, as construed in 157 
U. S. 429 and 158 U. S. 601? In the latter 
decision, the Court puts an ad valorem tax 
on land and/or improvements in the same 
category, which is equivalent to saying that 
taxation of ground rent and interest on the 
fruit of man’s work (capital) would have 
the same economic effect. I know of no 
economic text book that supports this 
view, do you? 


The dissenting opinion in Richfield Oil 
Company v. California, decided November 
25, 1946, reversing 27 Cal. (2d) 150, is 
packed with discussion of economic effects 
that must result from disallowing the Cali- 
fornia tax. 


The case of Louisiana Department of Agri- 
culture v. Sibille, 22 So. (2d) 202 (La. Sup. 
Ct.) discusses “property v. excise taxes” at 
considerable length. 


In Case v. Bowles, decided in 1946 (327 
U. S. 92), the Court says: “Excessive 
prices for rents . . . charged by a State or 
its agencies would produce exactly the same 
conditions as would be produced were these 
prices (rents) charged by other persons.” 
In Federal Land Bank v. Bismark Lumber 
Company, 314 U. S. 95, the Court said: “Ob- 
viously a tax upon building materials to be 
used on the real estate of a federal land 
bank is not a tax upon that real estate.” 


The wonder is that the taxpayer is not 
more confused. He knows that his earned 
income or other fruit of his work is not 
protected by the Constitution. 


J. Rupert MAson 
SAN FRANCISCO 


oo 
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General Utilities and Operating 
Company v. Helvering 


“Is It Not Lawful for Me to 
Do What | Will with My Own?” 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 





4 BULLIENT LANDLADIES are apt 

4 to conclude their advertisements of 
property: “Must be seen to be appreciated.” * 
But even if the Commissioner happens to 
see it all, there may be no appreciation of 
property in an income sense. 


In 1927, General Utilities and Operating 
Company acquired half the shares of the 
Islands Edison Company for $2,000. A year 
later, the president of Southern Cities Utili- 
ties Company (alliteratively named Walter 
Whetstone) sought to buy up all of the 
shares; and the owner of the other half 
agreed. General Utilities’ president thought 
that the offered price seemed adequate (it 
was $1,122,500); but he saw that if his cor- 
poration made the sale, there would be 
duplicating income taxes to be paid by cor- 
poration and stockholders. He agreed to 
let his corporation declare the Islands Edi- 
son shares as a dividend in kind to the 
stockholders at $56.121%4 per share, and he 
further agreed that the company’s counsel 
would prepare a written sales agreement 
embodying Southern’s terms, to be sub- 
mitted to the stockholders after the distribu- 
tion. The book figure of the investment 
was written up to the then market value, 
surplus being correspondingly increased. 
Then the distribution took place from this 
augmented surplus. ‘As you were, General,” 
snapped the Commissioner; “this is in effect 
a cash dividend and the corporation rea- 
lized taxable income by the distribution of 
the stock equal to the difference between 
the amount of the dividend declared and the 
cost of the stock delivered.” “Hardly,” re- 
plied the corporation, “for the dividend was 
declared in stock, not cash; if we had failed 
to deliver the stock, the stockholders had 
no right to recover an equal amount of cash. 
And you can’t tax a paper profit.” 


On December 9, 1935, Mr. Justice Mc- 
Reynolds? delivered the opinion of the Su- 
preme Court: *® 


“. , . [The Board of Tax Appeals] found: 

The only question presented in this 
proceeding for redetermination is whether 
petitioner realized taxable gain in declaring 
a dividend and paying it in the stock of 
another company at an agreed value per 
share, which value was in excess of the cost 
of the stock to petitioner’. Also: ‘On March 
26, 1928, the stockholders of the Islands 
Edison Company and the Southern 
Cities Utilities Company, entered into a 
written contract of sale of the Islands Edi- 
son Company stock. At no time did peti- 
tioner agree with Whetstone or the Southern 
Cities Utilities Company, verbally or in 
writing, to make sale to him or to the South- 
ern Cities Utilities Company of any of said 
stock ... of the Islands Edison Company’. 


‘ 


“The opinion recites: The Commissioner’s 
‘theory is that upon the declaration of the 
dividend on March 22, 1928, petitioncr be- 
came indebted to its stockholders in the 
amount of $1,071,426.25, and that the dis- 
charge of that liability by the delivery of 
property costing less than the amount of 
the debt constituted income. ” ‘The 
intent of the directors of petitioner was to 
declare a dividend payable in Islands Edison 
stock; their intent was expressed in that 
way in the resolution formally adopted; and 
the dividend was paid in the way intended 
and declared. We so construe the transac- 
tion, and we hold that the declaration 
and payment of the dividend resulted in no 
taxable income.’ 


“The Commissioner asked the Circuit 


Court of Appeals, Fourth Circuit, to review 
the Board’s determination. He alleged: 





1'The original use of this phrase (‘‘she must 
be seen to be appreciated’’) did not refer to 
anything so prosaic as realty; as events were 
to prove, the property turned out to be in- 
tangible—at least as far as the phrase-maker 
was concerned. See William Harrison Ains- 
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worth,Old St. Paul’s (New York, W. F. Burgess, 
1849), p. 15. 

2 With an assist from Member Arundell of 
the Board of Tax Appeals and from Judge 
Northcott of the Fourth Circuit. 

3 36-1 ustc § 9012, 296 U. S. 200 (1936). 








“The only question to be decided is whether 
the petitioner [taxpayer] realized taxable 
income in declaring a dividend and paying 
it in stock of another company at an agreed 
value per share, which value was in excess 
of the cost of the stock.’ 


“The court stated: ‘. the petitioner 
urges that the action of the Board of Tax 
Appeals was wrong: that the divi- 
dend declared was in effect a cash dividend 
and that the respondent realized a taxable 
income by the distribution of the Islands 
Edison Company stock to its stockholders 
equal to the difference between the amount 
of the dividend declared and the cost of the 
stock. ; 

“Upon 
the Board. 


“Both tribunals below rightly decided that 
petitioner derived no taxable gain from the 
distribution among its stockholders of the 
Islands Edison shares as a dividend. This 
was no sale; assets were not used to dis- 
charge indebtedness.” 


[this] ground, it sustained 


“RH XCEPT for the unargued and undecided 
point that a mere transfer, without more, 
of an asset may give rise to gain or loss, 
it must be concluded that a dividend declara- 
tion and distribution in kind, without other 
complications, is not the type of statutory 
‘other distribution’ which causes the realiza- 
tion of income.” * “The question was passed 
upon by the United States Supreme Court. 

[T]his point would hardly call for 
so much comment were it not for the per- 
sistent effort of the Commissioner in recent 
years to obtain a decision contrary to the 
uniform current of authority.”* “The Gov- 
ernment has recently claimed that the Su- 
preme Court would decide the General 


Utilities Company case differently today on the“ 


question of whether the distribution of a 
dividend in kind results in taxable income 
to the corporation. However, the courts 
which have considered this question have, 
on the basis of this case, held that a cor- 
poration does not realize taxable income 
from the distribution of a dividend in kind, 
and have not speculated on how the Supreme 
Court would now decide the question.” ° 


Jacquin D. Bierman, ‘‘Corporate Distribu- 
tions of Appreciated and Depreciated Property: 
Gain or Loss to the Distributor,’’ Proceedings 
of The New York University Eighth Annual 
Institute on Federal Taxation (Albany, Matthew 
Bender & Company, Inc., 1950), p. 792. 

5 George E. Cleary, Corporate Distributions in 
Kind and Sale of Property by Stockholders 
(New York, Practising Law Institute, 1948), 
p. 9. 


A corporation distributed as a dividend 
shares in another corporation that had been 
acquired in exchange for a part of the 
payor’s stock. “An examination of the reso- 
lution by which the dividend was authorized 
discloses that here was a declaration and 
distribution of a dividend in kind as dis- 
tinguished from the declaration of a divi- 
dend in a fixed amount payable by the 
distribution of property appreciated in value 
over the cost to the corporation. . . . [The 
Commissioner] admits as much. Hence, the 
question is controlled by General Utilities & 
Operating Co. v. Helvering ....”* A foreign 
corporation declared a dividend in kind to 
its domestic parent. “Inasmuch as earnings 
or profits are not increased by appreciation 
in value even when ‘realized’ through a non- 
taxable exchange, we think it necessarily 
follows that the mere appreciation, unac- 
companied by an exchange, can not have 
that effect. Furthermore, it is settled that 
the distribution in kind did not result in 
taxable income or gain to the distributing 
corporation, General Utilities & Operating 
Co. v. Helvering . . . and consequently did 
not have the effect of increasing its earnings 
or profits.” * 


The rule as to bond appreciation is the 
same. The Commissioner could not tax 
appreciation where Union Pacific bonds 
were distributed pro rata as a dividend, ex- 
pressed not in money but entirely in terms 
of the bonds distributed. “This determina- 
tion is contrary to the decision in General 
Utilities & Operating Co. v. Helvering. ...”° 


In fact, the rule applies to any property. 
A corporation declared a dividend in kind, 
consisting of a note and some ranches. “The 

contention that the corporate peti- 
tioner realized taxable income through dis- 
tribution of property which had increased 
in value is foreclosed by the authorities. 
General Utilities & Operating Co. v. Helvering. 

. .’” Similarly, a corporation owned par- 
ticipating royalty interests in oil wells, and 
a percentage of such interests was declared 
as a dividend. The Commissioner could 
not tax the increment since acquisition, for: 
“Appreciation in value of property while 
held by a corporation is not even an accrual 


61. Herman Sher, ‘‘Distributions by Corpora- 
tions,’’ 16 New York Certified Public Account- 
ant, August, 1946, p. 444. 

™ Hanan et al., TC Memo. Op., entered July 
7, 1944, 3 TCM 670. 

8 National Carbon Company, Inc., CCH Dec. 
13,252, 2 TC 57. 

® Scientific Production Corporation, TC Memo. 
Op., entered March 22, 1945, 4 TCM 328. 

1° Chapman et al., TC Memo. Op., entered 
February 26, 1948, 7 TCM 88. 
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of income prior to the realization of such 
appreciation through sale or conversion of 
the property. The question of whether a 
distribution to stockholders of assets which 
have appreciated in value while held by the 
corporation is a realization of income to 
the corporation was involved in General 
Utilities & Operating Co. v. Helvering. . 
Tested by this standard the distribution of 
the royalty interests in this case gives rise 
to no taxable income to [the corpo- 
ration]. The resolution authorizes a divi- 
dend of the property itself—the partici- 
pating interest. It does not authorize a 
dividend in an amount of money, thus creating 
a debt payable, but which is later discharged 
by a distribution of money. We conclude 
that the distribution did not give rise to 
taxable income to this petitioner.” ™ 


But the rule does not apply where the 
distribution is not of increment. A bank 
declared a dividend in kind to its stock- 
holders, payable in dubious notes already 
written off. Subsequent collections were 
taxed to the bank. “The taxpayer relies 
upon General Utilities Co. v. Helvering 
as authority that a corporation does not 
realize income by its distribution of a divi- 
dend in kind. . . . The distinction between 
General Utilities v. Helvering, supra, and this 
case lies in the difference in character of 
the respective properties distributed as divi- 
dends in kind; one represented a capital 
asset, the other represents income. In the 
former, the fruit was on the tree; in the 
latter, the tree itself represents fruit of prior 
years that was not taxed.” ” 


The Commissioner may try to get at the 
recipient of a dividend in appreciated prop- 
erty, via dividends. But he may not step 
up the earnings available for distribution as 
taxable dividends by this appreciation. “In 
making such determination he increased... 
{the payor’s] earnings and profits by in- 
cluding therein the appreciation in value at 
the dates of distribution of the . [divi- 
dend] shares, or the difference between 
their fair market value at the dates of dis- 
tribution and their adjusted cost basis to 

[the payor]. This was error on his 
part.” ** Similarly, where a corporation dis- 
tributed cash and shares in another com- 
pany, the Commissioner endeavored to tax 
receipt of the latter in accordance with its 





11 Beach Petroleum Corporation Ltd. et al., 
TC Memo. Op., entered July 26, 1946, 5 TCM 
638. 

12 Commissioner v. First State Bank of Strat- 
ford, 48-2 ustc { 9317, 168 F. (2d) 1004 (CCA-5, 
1948). 

13 Bradley, CCH Dec. 15,930, 9 TC 115 (1947). 
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then market value. “But the difficulty with 
the proposition is, that a mere advance in 
the value of the property is not income. It 
is nothing more than an unrealized increase 
in value.”** In a variant situation, a Cali- 
fornia company paid a dividend in the shares 
of a Nevada corporation. “The . . . [Com- 
missioner] here contends that even though 
the California company realized no income 
by reason of the increment in value of the 
stock of the Nevada company, nevertheless 
such increase constituted earnings and profits 
of the California company and that the... . 
[stockholders] are, therefore, taxable on the 
distribution to the extent of such increase. 

It is clear that the increase in 
the value of the stock of the Nevada com- 
pany did not constitute earnings and profits 
of the California company. ; Conse- 
quently, the [stockholders] are tax- 
able only upon their pro rata shares of . . 
[the California company’s earnings available 
for distribution ].” * 


VEN where the distributee is a controlled 
corporation, the result is the same. The 
payor realized no income on appreciation of 
the stock distributed. “‘The . . . [Commis- 
sioner] recognizes that the case of General 
Utilities & Operating Co. v. Helvering 
appears to hold otherwise and that this 
Court has consistently followed the General 
Utilities case. However, it is desired to 
point out that in the instant case the distribu- 
tions were made to a sole stockholder, and 
the . . . [Commissioner] urges that trans- 
actions between controlled corporations are 
not governed by the decision in the General 
Utilities case.’ . . . This case has been fol- 
lowed repeatedly. We believe it is appli- 
cable to the fatts im this case. . . .”* 
A distribution of appreciated property 
does not necessarily constitute a dividend 
involving no reportable gain to the payor. 
There is the question of proof. Otherwise 
“we would have to assume that the dividend 
resolution was a resolution authorizing a 
distribution in kind, and that the distribu- 
tion in kind was not in payment of a debt 
by the corporation to its stockholders, crea- 
ted by a prior dividend resolution. It may 
well be that the dividend resolution in the 
instant case simply authorized a distribution 
in kind and that the distribution in kind was 


14 Commissioner v. Estate of H. H. Timken, 
44-1 ustc { 9276, 141 F. (2d) 625 (CCA-6, 1944). 

% Howard C. Platt Trust et al., TC Memo. Op., 
entered June 25, 1945, 4 TCM 715. 

1% Transport, Trading & Terminal Corpora- 
tion, TC Memo. Op., entered April 28, 1948, 
7 TCM 240. 
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not in liquidation of a debt created but we 
do not think we are aythorized to assume it.” ” 


HE RULE is the same with a hybrid 

dividend. A company had outstanding 
490 shares of stock, of which ninety per 
cent were owned by the Federal Deposit 
Insurance Corporation. The company paid 
a dividend in cash on the seventy-eight 
shares, while the FDIC received a trans- 
fer of notes and a claim. “The dividend 
resolution imposed upon [the payor] 
only the obligation to distribute in kind. 
That is the way the obligation was dis- 
charged. Under the rule of General Utilities 
& Operating Co. . no gain or loss re- 
sulted to .. . [the payor].”™ 


Where a corporation makes a distribution 
of appreciated-value assets so that the stock- 
holders may make the ultimate sale, another 
leading case controls if the original owner 
of the assets may be identified with negotia- 
tions with the vendee. “Although it is the 
general rule that no gain or loss is realized 
by a corporation as the result of distributing 
its assets in a partial or complete liquidation, 
the celebrated decision of the Supreme 
Court in Commissioner v. Court Holding 
Company has been the cause of a-flood of 
litigation on this question. It was held in 
this case that gain on the sale of assets 
formerly owned by the corporation may, 
under certain circumstances, be attributable 
to the corporation, irrespective of the fact 
that the corporation did not completely con- 
summate the transaction giving rise to gain. 
The intervening step of liquidation was 
treated merely as an incidental step in an 
integrated plan to sell assets.” ” 


The General Utilities doctrine also works 
in reverse. A corporation paid a dividend 
in stock that had depreciated since acquisi- 


tion, and a loss was claimed. “The case of* 


General Utilities & Operating Co. v. Helvering 

is controlling on the question of 
whether the distribution of the Loew and 
Chase stocks resulted in deductible losses. 

Here the dividend resolution was 
strikingly similar and no deductible losses 
resulted.” *” A corporation bought out a dis- 
sident minority. Cash was to have been given 
for the minority stock; but a dearth of the 
green commodity required the agreement to 


17 Smith Brothers Refinery Company, Inc., 
TC Memo. Op., entered January 16, 1946, 5 
TCM 17. 

1% Bethlehem Globe Publishing Company, TC 
Memo. Op., entered June 30, 1942, CCH Dec. 
12,583-D. 

% Charles W. Tye, ‘‘Corporate Distributions— 
Some Current Trends,”’ 4 Tax Law Review, May, 
1949, p. 466. See also ‘‘Tax Classics,’’ 1949— 
VI, Taxes—The Tax Magazine, June, 1949. 

2 Corporate Investment Company, CCH Dec. 
10,928, 40 BTA 1156 (1939). 


provide that the corporation would pay for 
its stock in United States bonds of a speci- 
fied par value. The bonds had cost more 
than par, but the loss was not deductible. 
“Distributions in complete or partial liquida- 
tion result in no gain or loss to the distribut- 
ing corporation. The plan, finally 
adopted and executed, obligated the peti- 
tioner to deliver . United States bonds. 
The obligation to deliver United States 
bonds was not a debt payable in money. 
It could not have been satisfied except by 
the transfer of those bonds, assets of the 
petitioner. See Helvering v. General Utili- 
ties & Operating Co., supra.” ™ 

The Commissioner has not acquiesced at 
any level. He “concedes that the General 
Utilities case is against him but argues that 
it turned mainly on procedural points. 
While it is true that such matters were con- 
sidered, they detract in no way from the 
force of the decision on the point before us. 
The Court held squarely on facts similar 
to those here presented that the corporation 
realized no taxable gain on a distribution in 
kind.” * “The principle is well established 
that a distribution in kind of appreciated 
property does not result in taxable income 
or gain to the distributing corporation. . . 
[The Commissioner] does not deny this. 
He contends, however, that the General Utili- 
ties case, supra, is unsound and inconsistent 
with recent decisions. The decision 
represents the applicable law and in the 
absence of any intent on the part of the 
Supreme Court to hold otherwise it must be 
followed.” * “... [The Commissioner ], con- 
ceding that the case is indistinguishable 
from General Utilities & Operating Co. 
and other more recent decisions to the same 
effect, has filed no brief. On the strength 
of the authorities referred to, the contested 
issue is decided in favor of the. . . [cor- 
poration].”™* “Counsel for . [the Com- 
missioner] at the trial conceded that this 
issue has been determined contrary to his 
contention. The [Commissioner] on 
brief merely notes his nonacquiescence in 
the above rule. The established rule will 
be followed and the . . . [corporation] 

(Continued on page 978) 


2 Dill Manufacturing Company, CCH Dec. 
10,712, 39 BTA 1023 (1939). 

22 J. A. Folger and Company, TC Memo. Op., 
entered June 25, 1945, 4 TCM 710. 

2% Marlen Realty Company, TC Memo. Op., 
entered November 3, 1944, 3 TCM 1178. Judge 
Harron used these exact words, without quota- 
tion marks or even a by-line to herself in J. C. 
Washburn Estate, Inc., TC Memo. Op., entered 
November 2, 1944, 3 TCM 1192. 

* Columbia Development Corporation, TC 
Memo. Op., entered May 16, 1947, 6 TCM 548. 
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Business Information Series 


The Small Business Division, Office of 
Domestic Commerce, of the United States 
Department of Commerce, has published sev- 
eral pamphlets of interest to the small 
businessman. Nontechnical explanations of 
legal rights in taxation appear in the Small 
Business Division’s Pamphlets on Taxation 
series. These pamphlets are available, with- 
out charge, upon request to the Washing- 
ton office or to any one of the Department’s 
seventy-one field offices. Titles are: “Your 
Rights of Review When the Government 
Questions Your Income Tax Return,” “Basic 
Tax Information for Small Business,” and 
“Small Business and the Declaration of 
Estimated Taxes.” “How an Unincorpo- 
rated Business May Convert a Net Operat- 
ing Loss into a Refund on Previous Years’ 
Income Taxes,” originally published in April, 
1948, has been reprinted this year. 


The first-mentioned pamphlet, “Your Rights 
of Review When the Government Questions 
Your Income Tax Return,” is reproduced in 
full text below: 


“When you file your income tax return, 
you have made your own assessments of 
the amount of tax you owe the Government. 
But your tax liability is not really determined 
until your return has been examined. Asa 
general rule the law gives the Government 3 
years in which to question your return. 
There are important exceptions to this, how- 
ever. For example, if you have filed a 
fraudulent return or if you failed to file a 
return, action can be taken regardless of 
how much time has elapsed. If you omit 
an item of gross income from your return 
which is more than 25 percent of the total, 
the Government has 5 years in which to 
move against you. 


“Errors in Arithmetic 


“Tf the Government finds that you made 
a mistake in arithmetic in your tax return, 
2 correction is made and you will receive a 
notice of the action. You will also receive 
either a refund or a bill for the additional 
amount due, depending on whether you cal- 
culated too much or too little tax. If you 
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believe the change is not correct, you can 
write to the office, stating in detail your 
reasons for believing the new computation 
is incorrect. It will then be affirmed, modi- 
fied or withdrawn. However, you have no 
right to challenge, appeal, or ask for a court 
review of this kind of action because the 
arithmetic of computing the amount of tax 
is not subject to question. 


“A Tax Deficiency 


“After your return has been corrected for 
errors in arithmetic, it will be examined for 
other defects. For example, if you reported 
salary income in your tax return, the amount 
will be checked against the salary reported 
in your firm’s withholding tax return on 
Form W-2. If your income is a share of 
the earnings of a partnership, the amount 
which you report will be checked against 
the amount shown in the Partnership Re- 
turn of Income, Form 1065, which the firm 
was required to file. Likewise, if you re- 
ceived a dividend, the amount that you re- 
port will be checked against the amount 
shown on Form 1099 filed by the corpora- 
tion with the Bureau of Internal Revenue. 


“Most of the questions concerning the 
adequacy of a return arise in connection 
with the interpretation of the law and regu- 
lations applied to your own situation in 
determining your tax liability. The items 
that should be included as gross income and 
those that can be deducted from gross in- 
come in computing taxable income are set 
forth in considerable detail in the law, in the 
regulations which the Bureau of Internal 
Revenue issues under the law, and, in sim- 
pler form, in the latest edition of the Treas- 
ury Department’s pamphlet, Your Federal 
Income Tax. But this mass of rules must 
be applied to the facts of each taxpayer’s 
transactions. It is quite possible, therefore, 
that the Government may find that you have 
not treated certain items properly and that, 
as a result, your tax should have been larger 
than you computed. This difference between 
the amount of tax which you computed 
in your return and the amount computed 
by the Government, is called a deficiency. 


“In many cases where the question of a 
possible deficiency arises, you have failed 
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to supply enough facts with your return to 
support your figures. It is extremely im- 
portant to fill out in detail the supporting 
schedules of the tax return which apply to 
your case. If there is insufficient space 
provided in the form, you should provide 
your own tables of statements. 


“When necessary, the Bureau of Internal 
Revenue can call upon you to bring your 
books and records to its local office for exam- 
ination, or may have one of its agents conduct 
such an examination at your premises. 


“The Bureau of Internal Revenue has 
given much study to the problem of review- 
ing income tax returns and of handling 
individual cases in a manner which will 
give every taxpayer a chance to present his 
side of any question that is raised on his 
return. In this connection, the Bureau has 
adopted the practice of holding hearings on 
taxpayers’ cases in district offices through- 
out the country. The Bureau has also 
established definite procedures and assigned 
special personnel for these hearings. 


“Courses of Action When You Are Notified 
That Your Return is Deficient 


“Your return may be examined first either 
in the collector’s office or the office of the 
Internal Revenue Agent in Charge, depend- 
ing upon the size of the income reported. 
Usually returns showing gross receipts un- 
der $25,000 and adjusted gross income under 
$7,000 are examined in the collector’s office. 


“Returns Examined by a Collector 


“When the examination of your return 
starts in the collector’s office, the first notice 
that you will receive concerning a deficiency 
may be a request for an appointment or a 
personal call from the Deputy Collector. If, 
after conference with the Deputy Collector, 

* you agree with the findings, you will sign a 
waiver, Form 870, agreeing to the immediate 
assessment and collection of the deficiency. 


“If you do not sign a waiver, you will 
receive a formal notice of the proposed defi- 
ciency in a ‘30-day letter’. This letter will 
tell you why a deficiency is to be assessed 
and set the period, usually 30 days, in which 
you may file a protest. In some cases, the 
“30-day letter’ may be your first notice of 
the proposed deficiency. You may accept 
the findings stated in the letter and sign the 
enclosed waiver, or you can file a protest 
with the collector. (A protest does not 
have to be in any prescribed form, but it 
must be in triplicate, taken under oath, and 
state the reasons for the exception taken.) 
If you do not take any action following the 
receipt of the 30-day letter, a 90-day letter 





will be sent you by the collector. This 
letter gives you 90 days in which to petition 
for redetermination of your deficiency by 
the Tax Court. It is your last recourse for 
appeal to the Government prior to the pay- 
ment of the tax. 


“If, however, following the receipt of the 
30-day letter you file a protest, a hearing 
will be arranged in the collector’s office. If 
an agreement is not reached in the collector’s 
hearing, your case will be transferred by the 
Collector to the Internal Revenue Agent in 
Charge. The procedure then will be the 
same as if your protest had been filed in the 
Agent’s office, as described below. 


“Returns Examined by an Agent 


“Tax returns may be examined by the 
Internal Revenue Agent, either by audit in 
the Agent’s office or by field audit based 
on examination of your books and records. 
If additional taxes are to be assessed as a 
result of an office audit, you may be re- 
quested to supply additional information by 
letter or in person. Upon the conclusion 
of an audit which reveals a deficiency, you 
will usually be given an opportunity to sign 
a Form 870, agreeing to the immediate 
assessment and collection of the deficiency. 
If you do not agree and decide not to accept 
the proposed deficiency, do not sign the Form 
870 but wait for a formal notice which will 
give you a specified period—usually 30 days 
—in which to file a protest against the pro- 
posed deficiency assessment. With this so- 
called 30-day letter, there will be a report of 
the Examiner giving the basis for the find- 
ing of deficiency. A copy of Form 870 will 
also usually be included for you to fill out in 
case you have changed your mind and wish 
to accept the assessment. In an old case on 
which the statute of limitations is running 
out, you will be given less than 30 days 
notice. 


“If you wish to have a hearing before 
the Internal Revenue Agent in Charge, you 
must file a protest within the specified time. 
If you do not file a protest, you can wait 
for a final deficiency notice which will give 
you 90 days in which to petition the Tax 
Court of the United States for a redetermi- 
nation of your deficiency. 


“Protest 


“Before filing a protest, you should be 
reasonably sure that you have a good case. 
If the amount in question is sufficiently 
large, it may be advisable to consult your 
attorney or accountant. Should you decide to 
have either of these persons represent you in 
the matter, it will be necessary for you to give 
him a power of attorney, in accordance with 
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the Conference and Practice Requirements 
of the Bureau, authorizing him so to repre- 
sent you. A sufficient number of copies of 
this document should be made so that one 
may be attached to the return for each tax 
year under consideration. 


“Although the protest does not have to be 
in any prescribed form, it must contain cer- 
tain definite information. It should be ex- 
ecuted in triplicate, under oath, and should 
state the grounds for the exceptions taken. 


“Hearing Before Internal Revenue Agent in 
Charge 


“If you file a protest, you will be granted 
a hearing before the Revenue Agent in 
Charge or his representative. The hear- 
ing will be held in the nearest local office of 
the Bureau of Internal Revenue. The hear- 
ing is informal and involves no technical 
procedure. The decision will be reached on 
the basis of the examiner’s report, the evi- 
dence that you presented in your protest, 
and any additional facts which you may 
bring out in the course of the hearing. 


“At the conclusion of the hearing, it may 
be decided that the deficiency was as great 
as claimed by the examiner, less than he 
found, or that there was no deficiency at all. 
In some cases the deficiency may be found 
greater than first claimed by the examiner. 
If you are not satisfied with the outcome of 
the hearing, you do not have to accept the 
decision reached. You may ask for a hear- 
ing by the Technical Staff of the Bureau of 
Internal Revenue, or you may wait for a 
formal deficiency notice provided for in the 
law. As previously mentioned, this 90-day 
letter will give you 90 days within which 
to petition for a redetermination by the Tax 
Court. If you decide to pay the deficiency 
and not file a petition for redetermination 
with the Tax Court but later are of the 
opinion you were in error in paying such 
deficiency, you may file a claim for refund 
provided you have not entered into a closing 
agreement with the Bureau. If the claim is 
not allowed, you may then file a suit for 
recovery of the tax paid with the U. S. 
Court of Claims or the U. S. District Court. 


“Hearing Before The Technical Staff 


“The Technical Staff is composed of spe- 
cialists in the Bureau of Internal Revenue 
who are assigned to review cases of dis- 
agreement between taxpayers and Internal 
Revenue Agents in Charge, either before or 
after issuance of a 90-day letter. The chief 
purpose of these hearings is to settle tax 
cases out of court. The Technical Staff is 
authorized to consider the issues in contro- 
versy in these cases and attempt to negotiate 


Books .. . Articles 








mutually satisfactory settlements. By doing 
this, the Bureau is expediting the adminis- 
tration of the tax laws, increasing the efficiency 
of the revenue system, and minimizing the 
difficulties of the taxpayer. 


“A hearing before the Technical Staff 
usually will not be granted until after you 
have had a hearing before the agent in 
charge. These hearings, too, are informal. 


“If the hearing before the Technical Staff 
is held prior to issuance of the 90-day letter 
and you are unable to reach an agreement 
with the Government as to the amount of 
your tax deficiency, you will be formally 
notified of the deficiency in a 90-day letter 
by registered mail. 


“The 90-Day Letter 


“When you receive a 90-day letter or for- 
mal statutory notice of an assessment of a 
deficiency on your tax return, you have 90 
days in which to petition the Tax Court of 
the United States for a review of your case. 
The deficiency in tax will not be collected 
during this 90-day period except in an un- 
usual case when the Government believes 
that its interests would be endangered by 
waiting or when you are involved in bank- 
ruptcy proceedings. 


“With the 90-day letter, as with the 30- 
day letter, you will receive a statement giv- 
ing the reasons for the finding of deficiency. 
You will also receive a copy of Form 870 
to sign and file with the office that mailed 
you the letter in case you agree to pay the 
deficiency: 


“Petition to the Tax Court 


“The Tax Court is an independent agency 
not connected with the Bureau of Internal 
Revenue. The Court can hear only cases 
involving deficiencies in tax of which the tax- 
payers have been notified by 90-day letters. 


“Your petition to the Tax Court must be 
filed within the 90-day period set forth in 
your deficiency notice. Before preparing 
the petition you should obtain from the 
Court instructions as to proper form and 
content of this document. The petition 
should be accompanied by a request that the 
hearing on the case be held at the particular 
one of the 53 Tax Court.cities which is most 
convenient to your place of residence. 


“A copy of the petition will be served on 
the Commissioner of Internal Revenue who 
has 60 days in which to file an answer. The 
.Answer of the Commissioner must indicate 
to the petitioner and the Court the nature 
of the defense. It must deal with each issue 
and fact referred to by the petitioner, but it 
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need not be limited to them. The Commis- 
sioner may raise new issues not included in 
the deficiency notice. 


“If the Commissioner raises new issues, 
you have 45 days after the mailing of his 
answer in which to file a reply. Your 
reply, which must be submitted in original 
and four copies, must specifically affirm or 
deny each material allegation of fact re- 
pecting the issues in the Commissioner’s 
answer, and must set forth the facts which 
you rely on for defense. This reply may 
become extremely important for the out- 
come of the case. If you fail to reply ade- 
quately to the new issues raised in the 
Commissioner’s answer, the Court may con- 
strue this as an admission of these facts and 
may grant a motion by the Commissioner for 
judgment in accordance with his claims. 


“Tax Court Hearing 


“When you have filed your reply to the 
Commissioner, the Court will set.a date for 
a hearing. Before the hearing occurs the 
Chief Counsel for the Commissioner of In- 
ternal Revenue may suggest a conference 
for the purpose of arriving at a settlement 
without a trial. Should such a settlement 
be reached, the Court will enter a decision 
in accordance with the terms of the agree- 
ment and a hearing will be unnecessary. 


“At the hearing, the petitioner’s counsel 
must not only establish a case, in order to 
win a decision; he must overcome the op- 
posing case. The reason for this is that the 
findings in the deficiency determination of 
the Commissioner of Internal Revenue are con- 
sidered as correct unless proven otherwise. 
‘The burden of proof is on the petitioner. 


“Tf the taxpayer or the Commissioner is 
dissatisfied with the decision of the Court, 
an appeal can be requested. 
may be taken to the U. S, Circuit Court of 
Appeals or to the U. S. Court of Appeals 
for the District of Columbia. Appeal after 
this would be to the U. S. Supreme Court. 


“Overassessments 


“Other than a deficiency, your tax return 
may be held in need of adjustment by the 
collector or agent because yau have set your 
tax liability at too high a figure. The pro- 
cedure with respect to adjusting such an 
Overassessment is much the same as in the 
case of a tax deficiency. You will be in- 
formed of the overassessment and asked for 
agreement as to the amount. If you do not 
agree, you may enter a protest, and hearings 
will be continued up to and including the 
Technical Staff. Its decision is final unless 


your case involves a disallowed claim for 


976 








The appeak 


refund when suit may be filed in a U. S. 
Court, as described below. 


“Bringing Suit for Refund 


“Following an unsatisfactory determina- 
tion of your tax deficiency by the Technical 
Staff, it is possible to bring your case before 
a U. S. Court rather than the Tax Court. 
This is done by paying the deficiency and 
entering suit for a refund if the claim is un- 
answered or disallowed. Redetermination 
of an overassessment can also be secured 
by suit when your case involves a disallowed 
claim for refund. Appeals are open to the 
higher courts and eventually to the United 
States Supreme Court. 


“To bring suit with a U. S. Court, you 
must first pay your deficiency, either volun- 
tarily or under a warrant of distraint. A 
claim for refund (Form 843) then is filed 
with the collector. If you receive notice 
that your claim has been disallowed, suit is 
entered against the collector or the United 
States with the U. S. District Court for 
claims up to $10,000, or against the United 
States with the U. S. Court of Claims for 
claims over $10,000. You must enter suit 
within two years of the disallowance notice 
date. If a notice of disallowance is not re- 
ceived from the collector, you can enter suit 
six months after the date of filing your claim 
for refund. 


“You can also enter a suit for refund even 
though you have signed a Form 870 waiver 
and paid the deficiency, so long as you have 
not entered into a final agreement with the 
Bureau. If you decide that you were in 
error in paying the deficiency, you can make 
a claim for refund and follow the above 
procedure to secure judicial redetermination 
of the deficiency by the courts.” 


Unorthodox Approach to Keynes 


Two Memoirs. John Maynard Keynes. 
Augustus M. Kelley, Inc., 31 East 10th 
Street, New York 3, New York. 1949. 106 
pages. $1.75. 


Book-reviewing for a specialized, topical 
field offers few opportunities for outfield 
deviations. However, no review of any book 
by Lord Keynes can be chalked off as 
escapism. For the theories of Keynes are 
fixed so firmly in our economic philosophies, 
and are invoked so often in support of wage 
scales, that almost anything the man wrote 
holds interest for the labor expert. 


Actually, however, neither of these memoirs 
invades the specialized frameworks of labor 
relations or of wages and hours. They are, 
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however, the publisher notes, the only 
papers which Lord Keynes expressly de- 
sired to be published after his death. Both 
of them are intimate and pleasantly easy in 
tone, written, in the first place, for reading 
at dinner meetings of his friends. One, “Dr. 
Melchoir, A Defeated Enemy,” retells the 
breaking of the blockade of Germany, fol- 
lowing the 1918 Armistice. In this decision 
Keynes played an important role. (So, too, 
he notes did our heavy surplus of price- 
guaranteed pigs.) 


Keynes’ narrative is a discouragingly vivid 
picture of the Peace Conference and of its 
scarcely veiled power-jealousies and formal 
stumbling blocks. His comments on Foch, 
Wilson, Lloyd George and the others have a 
sharp revitalizing quality. For a moment, 
reading the author’s personal impressions 
(acid-etched as they often are) the great 
figures of that first World War take shape. 
Versailles, the succession of “Conference 
trains” and the enormous blunders are 
brought forward into the reader’s presence, 
through two chaotic decades, to be spot- 
lighted in the destructive glare of after- 
knowledge. 


The second memoir is less historical than 
personal and, in this quality, for the student 
of Keynes, lies its very real interest. For 
this paper, appropriately titled “My Early 
Beliefs,” centers upon the philosophy, upon 
the attitude towards life which Keynes and 
his friends cultivated as undergraduates at 
Cambridge and upon how well these in- 
tensely individualistic concepts withstood 
the test of experience. 


Probing for meaning was an important 
element of this Edwardian collegiate belief. 
Indeed, the importance of certainty was more 
than an item: it was a preoccupation. The 
author quotes Professor G. E. Moore, the 
apostle of the group, as declaring that error 
is chiefly “the attempt to answer questions, 
without first discovering precisely what ques- 
tion it is which you desire to answer.” (One 
recalls, with an intimation of irony, the com- 
ment upon the misconceptions as to Keynes’ 
own economics with which Carroll Daugh- 
erty enhanced the 1949 report of the Presi- 
dent’s Steel Industry Board.) 


Keynes and the other undergraduates of 
his group were, by his own analysis, the last 
Utopians—the final believers in “a continu- 
ing moral progress by virtue of which the 
human race already consists of reliable, ra- 
tional, decent people, influenced by truth and 
objective standards, who can be safely re- 
leased from the outward restraints of con- 
vention and traditional standards . .. and 
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left, from now onwards, to their own sensible 
devices, pure motives and reliable intuitions 
of the good.” 


To trace the influence which this Utopian 
concept may have had upon the author’s 
later theories is too large a project for a 
review, regardless of the promises of dis- 
covery the venture would hold. However, 
in another sense these memoirs do bring a 
fresher understanding of Keynes. He 
emerges as a writer in the best traditional 
English style, a disciplined exponent of its 
careful compound of clarity and wit. Well 
worth noting, too—the Memoirs make 
Keynes an unexpectedly good source of 
quotation for most unexpected schools of 
thought. Particularly is this true of his 
analysis of why English top echelons hesi- 
tated to support the ending of the blockade 
of Germany: 


“The Blockade had become by that time 
a very perfect instrument. It had taken 
four years to create and was Whitehall’s 
finest achievement; it had evoked the quali- 
ties of the English at their subtlest. Its 
authors had grown to love it for its own 
sake; it included some recent improvements, 
which would be wasted if it came to an 
end; it was very complicated, and a vast 
organization had established a vested in- 
terest.” 


What more aptly quotable material than 
this Keynes explanation exists for—for one 
—the Hoover Commission? 


ARTICLES 


I. T. 3329 . . . Use of this income tax 
ruling as a model for payments made to 
a widow for services rendered by her de- 
ceased husband is discussed. By doing so, 
the employer can “secure both a tax deduc- 
tion for the payor, and not have the payment 
considered taxable to the recipient,” says the 
author.—Harrow, “Tax Treatment of Pay- 
ments to Widows of Deceased Employees,” 
New Y ork Certified Public Accountant, March, 
1950. 


Equalization of Income Tax ... Busi- 
ness taxpayers will find this article helpful. 
It is a discussion of the carry-back and 
carry-forward provisions of the net oper- 
ating loss deduction.—Susser, “Tax Conse- 
quences of the Net Operating Loss Deduction,” 
Tax Law Review, January, 1950. 


The individual taxpayer may find hope 


in the “Bravman Plan.” It deals with the 


equalization of tax for persons with fluctu- 
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ating incomes.—Bravman, “Equalization of 
Tax on All Individuals with the Same Ag- 
gregate Income over Number of Years,” 
Columbia Law Review, January, 1950. 


Revision of Transfer Taxes . . . A study 
of the improvements which are in order in 
a prospective revision of the federal estate 
and gift taxes may be found in this article. 
The author states: “Properly constructed 
transfer taxes would... offer tax neutrality 
instead of tax preferences.”—Surrey, “An 
Introduction to Revision. of the Federal 
Estate and Gift Taxes,” California Law Re- 
view, March, 1950. 


Sale and Lease-Back Invades the Com- 
munications Field Although the sale 
and lease-back of real property of corpora- 
tions is no new invention, its application in 
the communication-utility field is only a few 
years old. The subject is discussed in detail 
by Abrams, “The Sale and Lease Back of 
Corporate Property,” Public Utilities Fort- 
nightly, May 25, 1950. 


What Is “Treasury Stock”? . .. The 
late Professor Glenn’s definition is hailed as 
the simplest and most commonly accepted. 
The status and taxation of treasury stock 
are also discussed.—Roberts, “Taxation of 
Treasury Stock,” Kentucky Law Journal, 
March, 1950. 


Trial Improvement The author 


pleads the case of pre-trials. He asserts that 
they help clear crowded court dockets and 
promote the cause of justice. He points out, 
however, the dangers involved in the judge’s 
attempting to force compromises and in the 
pre-trial judge’s also having to conduct the 





formal trial.—Laws, “Pre-Trial Procedure— 
A Modern Method of Improving Trials of 
Law Suits,” New York University Law Re- 
view, January, 1950. 


Feet of Clay . . . A brave stand, in the 
face of the overwhelming popular acceptance 
of the writings of Justice Holmes, is taken 
by the author who analyzes the secret of 
Holmes’s popularity today. — McKinnon, 
“The Secret of Mr. Justice Holmes: An 
Analysis,” American Bar Association Journal, 
April, 1950. 


Social Problems at the State Court Level 
The growing tendencies of state gov- 
ernments to become involved in the solution 
of social problems places new responsibilities 
on state courts and their judges.——Dolan, 
“Social Responsiveness of State Courts,” 
University of Pittsburgh Law Review, Winter, 
1950. 


Military Justice and the Judge Advocate 
General’s Corps An outline of the 
structure and activities of the corps is pre- 
sented by the author, who serves as Tech- 
nical Civilian Educational Advisor, General 
Staff, United States Army.—Butts, “The 
Judge Advocate General’s Corps of the 
United States Army,” Mississippi Law Jour- 
nal, March, 1950. 


Who Will Come to the Polls in the South? 
The Republicans whose efforts would 
no longer be futile? The Democrats whose 
votes would no longer be superfluous? Here 
is an analysis of the Lodge-Gossett Resolu- 
tion, refuting the above-expressed beliefs of 
Senator Lodge.—Silva, “The Lodge-Gossett 
Resolution: A Critical Analysis,” American 
Political Sctence Review, March, 1950. 














sustained.” * “Petitioner contends and .. . 
[the Commissioner] concedes that 

whether correctly or not General Utilities 
and Operating Co. v. Helvering . . . has 
repeatedly been construed as disposing of 
the present question adversely to . . . [the 
Commissioner’s] contention.... If, as... 
[the Commissioner] suggests, there is no 
useful purpose in a repetition by him of 
the arguments there advanced, there is 
equally little to be gained by repetition here 
of the reasoning upon which those cases 
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rest. Suffice it to say that on the authority 
thereof [the Commissioner’s] deter- 
mination in this respect is overruled.” * 


If a corporation has assets on which there 
is appreciation, the increment would be taxed 
on any sale—perhaps a double tax, as Gen- 
eral Utilities’ president had seen. But ac- 
cording to the General Utilities rule, “distribu- 
tion should undo excess.” ” a sentiment that 
might appear Marxist were not the speaker 
a belted earl. 


Scene 1. The seed of this thought has taken 


23 Nemours Corporation, TC Memo. Op., en- 


tered July 8, 1947, 6 TCM 820. 
2% Southwest Consolidated Corporation, TC 
Memo. Op., entered January 11, 1946, 5 TCM 6. 
27 William Shakespeare, King Lear, Act IV, 


some root in the United States. See Huey P. 
Long, Every Man a King (New Orleans, Na- 
tional Book Company, Inc., 1933), p. 292ff. 
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Federal Taxes 
INCOME 


Determination of fraud.—Facts: A certi- 
fied public accountant was employed by tax- 
payers to prepare their returns. They put 
all their books and records at his disposal 
and relied entirely upon him to prepare them 
correctly and compute the correct tax. They 
accepted the returns so prepared for them 
without question. A deficiency was discovered 
and fraud penalties were assessed. The tax- 
payers paid the deficiency but question the 
assessment of the penalties. 


Decision: There is no substantial basis for 
the finding of fraud. Taxpayers were en- 
gaged in both the ranching and orange 
grove business. Of necessity, in preparing 
their returns, intricate and complicated ques- 
tions of allowable depreciation arose of which 
taxpayers themselves had no knowledge. 
Their only recourse was to depend upon 
expert advice. They had a right to do so. 
Fraud implies bad faith which does not 
appear here.—Davis et ux. v. Commissioner, 
50-2 ustc J 9427 (CA-10). 


Advertising and travel expenses: Abnor- 
mal deductions.—Facts: Increased advertis- 
ing and salesmen’s traveling expenses were 
incurred during the base-period years, be- 
cause the taxpayer adopted a dollar-and-cent 
computer in its line of gasoline pumps to 
meet competition. The Commissioner re- 
fused to allow an additional excess profits 
credit arising from the abnormalities in the 
amount of these unusual advertising and 
traveling expenses in the base-period years. 


Decision: A new model of a product regu- 
larly manufactured is not a change in the man- 
ner of operating or type of a business so as 
to fall within the credit prohibition contained 
in the law, and, therefore, the taxpayer is 
entitled to an additional credit to the 
extent that its advertising- and traveling- 
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expense deductions were abnormal.—South- 
west Pump Company, CCH Dec. 17,792(M) 
(9 TCM 643). 


Trade catalogues: Deduction of expense. 
—Facts: The taxpayer, who was on an ac- 
crual basis, contracted for the preparation 
of a trade catalogue, the price therefor being 
fixed as of the year in which the contract 
was entered into. It was impossible to com- 
pute accurately any future value for the 
catalogue. Part of the purchase price was 
paid in the year of the contract, and the 
balance was to be paid subsequently. The 
allowance of the entire price of the catalogue 
as a business expense in the year of purchase 
was at issue. 


Decision: Because of the accrual basis of 
the taxpayer, it is entitled to deduct its 
entire liability on its return for the purchase 
year, even though the entire sum was not 
to be paid until a future year. The expense 
of the catalogue cannot be amortized, since 
the benefits of the publication cannot be 
allocated accurately to any other period.— 
Carey Machinery and Supply Company, Inc. 
v. Hofferbert, 50-2 ustc § 9421 (DC Md.). 


Amendment of declared-value capital 
stock tax returns.—Facts: The Commissioner 
found an error in the computation of the 
taxpayer’s excess profits tax and corrected 
it. The taxpayer, in order to wipe out the 
deficiency which resulted from this correc- 
tion, would like to increase the amount of 
the estimated value of its capital stock. In 
effect, it would like to file an amended 
capital stock tax return. 


Decision: The taxpayer cannot amend its 
declared-value capital stock tax return, but 
this does not bar the Commissioner from 
correcting the computation error found 
therein. The situations are entirely different 
and are controlled by different provisions 
of law.—Carter, Inc., CCH Dec. 17,805(M) 
(9 TCM 682). 
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Income assigned to discharge alimony 
obligation.—Facts: In order to discharge an 
alimony obligation, the petitioner effected 
an anticipatory assignment of a portion of 
royalty payments to be paid to him. The 
separation agreement permitted petitioner, 
at his option, to substitute cash or securities 
for the assignment in question. 


Decision: The assignment of the payments 
is not effective to shift the incidence of taxation 
from the petitioner. There was no irrevocable 
transfer of securities or funds in full discharge 
of his marital obligations. He merely as- 
signed a portion of the income and did not 
transfer the income-producing properties.— 
Hopkins, CCH Dec. 17,811 (15 TC —, No. 26). 


Royalty income.—F acts: Annual payments 
were received by petitioner from a drug 
manufacturer pursuant to a licensing agree- 
ment between the manufacturer and the 
petitioner’s great-grandfather. The agree- 
ment transferred to the manufacturer a med- 
ical formula developed by the petitioner’s 
ancestor in return for a stated part of the 
receipts derived from the sale of the prod- 
uct made from the formula. 


Decision: These payments are royalty in- 
come to the petitioner and not capital gains. 
The instrument executed by the petitioner’s 
ancestor did not constitute a sale, since it 
gave the manufacturer only the right to 
make and vend the product covered by the 
formula and not the right to use—Hopkins, 
CCH Dec. 17,811 (15 TC —, No. 26). 


Pension-trust contributions.—Facts: Sums 
were expended by the taxpayer during the 
year to provide his employees with paid-up 
annuities in consideration of their past serv- 
ices. He contended that this constituted 
the establishment of a pension trust within the 
meaning of Sections 23 (p) and 165 of the 
Code and thus entitled him to a deduction. 


Decision: The moneys are not deductible 
over a ten-year period as amounts trans- 
ferred or paid into a pension trust within 
the meaning of Section 23 (p). The evi- 
dence did not show that the taxpayer, at 
any time prior to the actual purchase of 
the annuities, irrevocably set aside any funds 
for that purpose; neither was there any evi- 
dence in the record that the taxpayer in- 
tended to act as a trustee for his employees 
in paying over funds to the insurance com- 
pany for the purchase of the annuities.—Par- 
sons, CCH Dec. 17,786 (15 TC —, No. 14). 


980 October, 1950 @ TAX ES—The Tax Magazine 





Bad debts.—Facts: A general manager of 
a corporation advanced money to the cor- 
poration from his personal funds. The debt 
of the corporation to its manager was sub- 
sequently determined to be worthless, and 
he sought to take a business bad-debt de- 
duction therefor. 


Decision: The loss sustained by the taxpayer 
cannot be deducted from his income as a busi- 
ness bad debt. He was not in the business 
of loaning money, and the loaning of his 
personal funds was no part of his duties as 
manager.—Van Pelt, CCH Dec. 17,803(M) 
(9 TCM 675). 


ESTATE 


Possibilities of reverter.—Facts: The dece- 
dent had created a trust for the benefit of 
his divorced wife and his daughter for life. 
Part of the trust was to revert to him or 
his estate upon the wife’s death and the rest 
could return to his estate if the daughter 
died without issue. The controversy cen- 
tered on determining the amount of the trust 
corpus which should be included in the de- 
cedent’s gross estate for estate tax purposes. 


Decision: In determining the amount of the 
trust corpus includible in the decedent’s 
gross estate for estate tax purposes, the amount 
needed to produce the daughter’s annuity 
and the value of the wife’s life estate are to 


be deducted from the aggregate value of 


the trust corpus at the time of the decedent’s 
death—Estate of Walter J. Hill, CCH Dec. 
17,823 (15 TC —, No. 31). 


State Taxes 


FRANCHISE 


District of Columbia unincorporated busi- 
ness tax on stockbrokerage businesses.— 
Facts: The petitioners sought exemption 
from the unincorporated business tax on the 
ground that they were covered by the ex- 
emption extended to “any trade or business 
which by law, customs, or ethics cannot be 
incorporated.” 


Decision: Persons engaged in a stockbro- 
kerage business are not engaged in a busi- 
ness coming within the above exemption 
and, therefore, are subject to the unincor- 
porated business tax. It is neither law nor 
custom which prevents stockbrokers from 
incorporating but, rather, their own concern 
for maintenance of a sound competitive posi- 
tion.—Hendrick et al. v. District of Columbia, 
CCH District or CoLtumMBIA TAX REporTS 
{ 14-028 (CA of D. C.). 
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INCOME 


Ordinary and necessary Wisconsin ex- 
pense.—Facts: The taxpayer paid privilege 
dividend taxes from its corporate funds and 
did not withhold such taxes from the divi- 
dends paid to its stockholders. There was 
no agreement with the stockholders to re- 
imburse the taxpayer therefor. 


Decision: The taxes thus paid by the tax- 
payer are not deductible from gross income 
as an ordinary and necessary expense of 
doing business. To accept this theory would 
change the privilege dividend tax into an 
additional dividend for the stockholders and 
a deduction for the taxpayer. Judicial con- 
struction cannot introduce into the clear and 
unambiguous language of the law provisions 
which do not exist. Deductions are matters 
of legislative grace and the statutes contain- 
ing them must be strictly construed against 
the persons claiming them. — Household 
Finance Corporation, 1 Ws. Tax CASES 
€ 200-513 (Wis. BTA). 


South Carolina bad-debt deductions.— 
Facts: A company owing the taxpayer a 
sum of money was substantially destroyed 
by fire. As a partial repayment of the loan, 
the company turned over to the taxpayer an 
insurance policy owned by it. The taxpayer 
entered into negotiations with the insurance 
company and, in its income tax return, took 
a bad-debt deduction for the amount of 
money left owing it after it would receive 
what it was estimated that the insurance 
company would pay on the claim and what 
was the appraised value of the fire-razed 
property. The money which the insurance 
company actually paid the taxpayer was not 
determined until after the taxpayer’s books 
were closed for the year. The deduction 
was disallowed, because it was contended 
that the amount thereof had not been defi- 
nitely ascertained. 


Decision: Bad debts must be accurately 
and precisely determined before they may 
be charged off by the taxpayer in camputing 
deductions from income taxes. The phrase 
“ascertained to be worthless” appearing in 
the law does not mean an estimation or 
approximation of the debt. The amount 
must be actually determined before the tax- 
payer’s books are closed for the year.—Eti- 
wan Fertilizer Company v. South Carolina 
Tax Commission, 2 State Tax CAsEs 
7 250-104 (S. C. Sup. Ct.). 


Interpretations 


PROPERTY 


Apportionment basis in District of Co- 
lumbia.—Facts: Scows and barges owned 
by the taxpayer were employed to a sub- 
stantial degree in its business in the District. 
Taxpayer was .an out-of-state company. 
Under applicable District statutes, may such 
vessels be subjected to the District personal 
property tax on an apportionment basis? 
The District laws contain no specific appor- 
tionment provisions. 


Decision: The taxpayer’s vessels had ac- 
quired a taxable situs in the District for 
taxation purposes and are subject to the 
personal property tax on an apportionment 
basis. The absence of statutory authority 
for apportionment does not preclude the 
District from taxing on such a basis.—Dis- 
trict of Columbia v. Smoot Sand & Gravel 
Corporation, 2 State Tax Cases § 250-105 
(CA of D. C.). 


INHERITANCE 


Apportionment of federal tax under Ohio 
law.—Facts: The widow of the decedent 
elected to take under the statute of descent 
and distribution rather than under his will. 
Since the decedent left two children, the 
widow was entitled to one third of the net 
estate. It was contended that the widow 
was entitled, on distribution of the estate, 
to one third of the net estate undiminished 
by the federal estate tax so that her one- 
third share would be free of the burden of 
any part of the federal tax. 





Decision: Since the widow elected to take 
against the will, her one-third share of the 
estate must be measured by the size of the 
estate after taxes and other expenses, even 
though a federal marital deduction is allow- 
able. The case involves the effect of the 
deduction upon the question of apportion- 
ment of federal taxes under state laws. In 
the absence of an Ohio apportionment stat- 
ute, the allowable marital deduction is de- 
ductible from the gross estate in the same 
manner as other allowable deductions be- 
fore the determination of the federal tax, 
and, after payment of the tax, the widow is 
entitled to her share of the balance. (Note: 
In a similar case brought under the laws 
of New York, an opposite result was reached, 
because New York has an apportionment 
statute.) —Jn the Matter of the Estate of 
Frederick A. Miller, CCH INHERITANCE Es- 
TATE AND Girt TAX Reports { 17,230 (Probate 
Ct., Franklin County). 
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ESTATE 


Bequest to fraternity: New York char- 
itable exemption. — Facts: Decedent be- 
queathed a large part of his estate to a 
foundation, the organization of which had 
not been completed at the time of his death. 
The foundation was being established by a 
fraternity for charitable and educational 
purposes and was to be separate from the 
fraternity’s social organization. During his 
life, decedent had been interested in the 
formation of this foundation. 


Decision: The bequest is deductible as a 
charitable, etc., transfer even though the 
fraternity is a social one. The conclusion 
was based on testimony showing that the 
bequest was to be used for scholarships to 
be given by the fraternity.—Estate of Wil- 
liam P. Yates, CCH INHERITANCE ESTATE AND 
Girt TAx Reports {17,241 (Surr. Ct., 
Chemung County). 


Nonresident alien: New York equitable 
conversion.—Facts: A contract, signed by the 
decedent, a nonresident alien, conveyed to 
his co-owner his interest in real estate situ- 
ated in New York, authorized immediate 
possession by the vendee and imposed the 
obligation of procuring releases surrender- 
ing or judgments terminating the inchoate 
rights of dower, if any, from two former 








wives of the vendor. The decedent’s admin- 
istrator secured the proper releases and con- 
veyed title, since the decedent died prior to 
the date of the closing of the contract but 
after the execution thereof. 


Decision: As between the estate and the 
taxing authority, the title was vested in the 
decedent at the time of his death and thus 
is subject to the New York estate tax. In 
such a case, the doctrine of equitable con- 
version cannot be used as the basis for 
avoiding the tax.—Estate of H. V. A. A. 
DeSteuers, CCH INHERITANCE ESTATE AND 
Girt Tax Reports § 17,235 (Surr. Ct., N. Y. 
County). 


Local Taxes 


ADMISSIONS 


Pennsylvania municipal tax collection 
burden.—Facts: A borough sought to compel 
a school district to collect a tax imposed by 
the borough on admissions to entertain- 
ments conducted by the school district. 


Decision: Unless there is express legis- 
lative authority, a borough cannot impose 
tax collection burdens upon another political 
subdivision or agency of the state—Borough 
of Wilkinsburg v. School District et al., 1 
PENN. Tax CAsEs § 200-220 (Pa. Sup. Ct.). 
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for a loss deduction that takes into con- 
sideration the market valiie of those parts 
of the collectior® that have been inventoried, 
although their cost could not be ascertained. 
If a collection can be proved to have cost 
$3,000, have had a market value of $10,000 
before a fire and $8,000 thereafter, the amount 
of the loss would be $600—better than nothing. 


Conclusion 


The man with a hobby is the man witha 
tax. He has not much hope of escaping 
the tax collector. He is the stepchild of the 
income tax law. If he is a philatelist, the 
government makes money out of his hobby 
by issuing stamps and selling them outright 
to him and to the collecting public without 
furnishing the services which a postage stamp 
is supposed to buy. 


If the philatelist turns around and says 
that “I lost money in selling those stamps,” 









the Commissioner answers: “I am not inter- 
ested in your hobby. You could have used 
those stamps on your regular letters. Why 
did you sell them?” 


“But they were among other stamps I 
sold,” the taxpayer states. 


The Commissioner answers: “You are not 
in the business of selling stamps. That you 
are not engaged in that occupation is none 
of my business.” 


There cannot be much of a dispute. More- 
over, where there might be some proof of cost 
and acquisition date, there are other difficul- 
ties that arise. Only if the taxpayer is coun- 
seled to take inventory of his collection and 
to concentrate on making sure that he has 
proof of cost is there some basis for a claim 
in case of loss. If this is not done, there 
may be thousands of dollars lost in market 
value and not one dollar gained for a loss 


deduction. {The End] 
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Budget Resolutions 


A new budget was presented to the Do- 
minion Parliament on September 7. The 
resolutions contained therein are, by custom, 
adopted and given the effect of law pending 
the introduction and enactment of legislation 
implementing them. The budget, as pre- 
sented, contained the following resolutions: 


(1) The tax rate on corporate income is 
increased from ten per cent to fifteen per 
cent on income not in excess of $10,000 and 
from thirty-three per cent to thirty-eight per 
cent on such income exceeding $10,000. 
Effective September 1, 1950. 


(2) The excise tax on the following goods 
is raised from ten per cent to fifteen per 
cent: antiseptics; ash trays; automobiles, 
passenger; bags (luggage); ball-point pens; 
billfolds; bleaches; cameras; card cases; 
china; cigar and cigarette holders; cigarette 
rolling devices; clocks, personal or house- 
hold; cosmetics; depilatories; desk acces- 
sories; desk sets; dressing cases; earthen- 
ware; films, unexposed photographic; foun- 
tain pens; glassware, cut, crystal, etched or 
metal decorated; golf bags; handbags; ink 
pencils; jewel cases; jewelry; key cases; 
lighters; luggage; marble articles; matches; 
pewter ware; perfumes; phonographs; porce- 
lain articles; pottery ware; projectors, pic- 
ture; propelling pencils; purses; radios and 
radio tubes; record players; scents; shaving 
cream; shaving soap; shopping bags (non- 
paper); slot machines and coin-, disc- and 
token-operated games; smokers’ accessories; 
sports bags; stoneware; suitcases; television 
sets and tubes; tires and tubes; tobacco, 
pipe; toilet articles; toilet cases; toilet 
preparations; trunks; wallets; watches. Furs 
are also subject to the fifteen per cent impost. 


An excise tax of fifteen per cent is levied 
on: (a) electrical appliances and equipment 
adapted to household use; (b) firearms and 
the complete parts thereof and ammunition, 
except for military or police purposes; (c) 
motorcycles and all other two- or three- 
wheeled motor-driven vehicles, including 
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motors for attachment to bicycles but not 
including vehicles specially designed for 
carrying goods or for use by invalids; (d) 
golf clubs and golf balls; (e) fishing rods 
and fishing reels. 


An excise tax of thirty per cent is imposed 
on carbonated beverages, aerated waters, 
unfermented fruit-juice beverages (except 
beverages consisting of at least ninety-five 
per cent pure fruit juice), imitations thereof 
and all other compound or mixed soft 
drinks put up in bottles or other containers 
for sale. 


The excise tax on carbonic acid gas 
and similar preparations to be used for 
aerating nonalcoholic beverages is fifty 
cents per pound. 


Candy, chocolate, chewing gum and con- 
fectionery which may be classed as candy or 
a substitute for candy is subjected to an 
excise tax of thirty per cent. Effective Sep- 
tember 8, 1950. 


(3) Excise duties are increased as follows: 
(a) the duty of excise on Canadian-distilled 
spirits is increased from $11 to $12 per proof 
gallon; (b) the duty of excise on Canadian 
brandy is increased from $9 to $10 per proof 
gallon; (c) the duty of excise on malt is in- 
creased from sixteen to twenty-one cents 
per pound. Effective September 8, 1950. 


(4) The new additional duty and customs 
tariff on whiskey, brandy, rum, gin and all 
other goods specified in the various subitems 
of tariff item 156 is $8 per gallon of the 
strength of proof and on ale, beer, porter and 
stout is forty cents per gallon. Effective 
September 8, 1950. 


Importers of Watch Movements 
and Cases 


The plaintiffs, importers of watch move- 
ments and cases which they assembled into 
watches, sought a declaratory judgment that 
they were not liable for an excise tax on 
their imports and were not required to get a 
manufacturer’s license, since their operations 
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did not amount to manufacture. The tax 
was first imposed, in the case of “manufac- 
turers or importers,” by budget resolutions 
of March, 1949, but the resolutions were not 
embodied in a statute that session. The 
taxation department, however, began imme- 
diately to collect the tax, first on the duty- 
paid value at the time of import and three 
weeks later on the basis of the selling price 
at the time of sale. In April, regulations 
were passed concerning “producers” as well 
as “manufacturers,” and imposing the ex- 
cise tax on the list-selling price subject to 
certain discounts. The tax applied to the 
total price of the watch and display case, 
whether the case was invoiced separately 
or not. At the fall session, after the plead- 
ings were closed, Parliament passed a retro- 
active statute making the tax applicable to 
manufacturers or producers as in the regula- 
tions rather than to manufacturers or im- 
porters as in the budget resolutions. The 
Crown did not apply for leave to amend its 
pleadings. 


If the Crown amended its pleadings within 
the allotted time, the action would be dis- 
missed. At the close of the pleadings, the 
plaintiffs were not liable for the tax or re- 
quired to be licensed, because the budget 
resolutions had no effect of themselves, and 
the regulations were invalid, having unau- 
thorizedly amplified the law and changed 
the incidence of the tax, but under the retro- 
active statute, the plaintiffs would be liable 
if they were either manufacturers or pro- 
ducers. Taking the words in their ordinary, 
popular and natural sense, they could not be 
said to be manufacturers, but they could be 
described as producers of watches adapted 
to household or persona! use and, therefore, 
liable for tax. Since the amending act was 
a declaration of the general law, it should 
be given full effect, although it was not 
pleaded and was passed while the action was 
pending. To avail itself of the statute, the 
Crown would be required to amend its 
statement of defense, however, to allege that 
the plaintiffs were producers. It would also 
be required to amend its pleading to state 
that the tax would not be imposed at the 
time of import or be applicable to display 
cases, where these were separately invoiced, 
so these matters would be made of record. 
‘The High Court of Justice had jurisdiction 
to give declaratory judgments by virtue of 
the Judicature Act and the common-law 
jurisdiction of the King’s courts of justice. 
However, a merely declaratory judgment 
was not obtainable as of right but would be 
given subject to judicial discretion. This 


984 October, 1950 e 





had been a proper case for such a judgment 
at the close of pleadings, since there was a 
danger of invasion of a citizen’s rights by 
unlawful administration. — Gruen Watch 
Company et al. v. Attorney General of Canada, 
CCH Dominion TAx Cases { 87-086. 


Transfer of Oil and Gas Rights 


An executrix transferred oil and gas rights 
with no royalty reservation to a purchaser 
from the assets of an estate. The purchase 
price was a percentage of the production of 
the wells but was not to exceed a fixed maxi- 
mum and was provided for in a separate 
agreement. 


The payments were, if not royalties them- 
selves, like royalties and thus constituted 
taxable income to the estate within the 
meaning of the statutes. All of the incidents 
attached to royalties were present except, 
perhaps, reservation to the owner out of the 
grant. The latter, however, was not neces- 
sary, because the requirement that the re- 
ceipts be paid to an owner has been repealed. 
Neither the fact that there was a maximum 
sum set nor that the royalties had been 
paid by the company out of its capital altered 
their character as income. In addition, the 
royalties were dependent upon the produc- 
tion of property. “Production” was not 
limited to cases such as farming or genera- 
tion of electricity but included the bringing 
forth or yielding of hydrocarbons from an 
oil well.—Ross v. Minister of National Rev- 
enue, CCH Dominion Tax CasEs { 87-0835. 


Deductibility of Salesman’s 
Commissions Credited but Not Paid 


A company by whom the taxpayer, a 
salesman working on a commission basis, 
was employed credited its salesmen with 
their commissions when their orders were 
accepted by the company’s general manager 
but did not actually pay such sums to the 
men until it received payment for the mer- 
chandise ordered. 


The commissions which were credited to 
the taxpayer on the employer’s books but 
were not actually received by him at the 
end of the taxation year are deductible from 
his net taxable income.—Stephen, Jr. v. Min- 
ister of National Revenue, CCH Dominion 
Tax Cases { 1-102. 
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State Tax Calendar 





ALABAMA 
November 1 
Automobile dealer reports due. 


November 10—— 

Alcoholic beverage reports and tax of 
public service licensees due. 

Alcoholic beverage reports of wholesalers 
and distributors due. 

Automobile dealer reports due. 

Tobacco stamp and use tax reports and 
payment due. 

Tobacco wholesaler and jobber reports 





due. 
November 15—— 
Gasoline reports from carriers, ware- 


housers and transporters due. 

Lubricating oils reports from carriers, 
warehousers and transporters due. 

Motor carrier mileage tax reports and 
payment due. 

Motor vehicle registration fee due (last 
day). 

Oil and gas conservation tax reports 
and payment due. 

Oil and gas production tax reports and 
payment due. 


November 20—— 

Automobile dealer reports due. 

Coal and iron-ore mining tax reports and 
payment due. 

Diesel fuel tax reports and payment due. 

Gasoline tax reports and payment due. 

Lubricating oils tax reports and payment 
due. 

Motor fuel tax reports and payment due. 

Sales tax reports and payment due. 


ARIZONA 
November 5—— 
Alcoholic beverage licensee reports due. 


November 6—— 
Property tax first semiannual installment 
due (last day). 


November 10—— 
Malt, vinous and spirituous liquor whole- 
saler tax reports and payment due. 


November 15—— 
Gross income tax reports and payment 
due. 
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November 20—— 
Motor carrier tax reports and payment 
due. 
Use fuel tax reports and payment due. 


November 25—— 
Motor vehicle fuel distributor, whole- 
saler and carrier tax reports and pay- 
ment due. 


ARKANSAS 


November 10—— 
Alcoholic beverage reports due. 
Motor fuel carrier reports due. 
Natural resources statements of purchases 
due. 


November 15—— 
Compensating (use) tax reports and pay- 
ment due. 
Income tax second installment due. 


November 20—— 
Gross receipts tax reports and payment 
due. 
Use fuel tax reports and payment due. 


November 25—— 
Motor fuel tax reports and payment due. 
Natural resources severance tax reports 
and payment due. 


CALIFORNIA 
November 1 


Distilled spirits tax reports and payment 
from common carriers due. 
Gasoline tax reports and payment due. 


November 15—— 
Alcoholic beverage import reports from 
common carriers due. 
Beer and wine tax reports and payment 





due. 

Distilled spirits tax reports and payment 
due. 

Insurance gross premiums tax due (last 
day). 


Use fuel tax reports and payment due. 


November 20—— 
Gross receipts tax reports and payment 
from motor carriers due. 
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COLORADO 
November 5—— 


Alcoholic beverage manufacturer reports 
due. 
Motor carrier tax due. 


November 10—— 
Motor carrier reports due. 
November 14—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 


November 15—— 
Coal mine owner reports due. 
Coal tonnage reports due. 


November 25—— 
Diesel fuel tax reports and payment due. 
Gasoline tax reports and payment due. 


CONNECTICUT 


November 1 
Property reports due. 


November 15—— 
Gasoline use tax reports and payment 
due. 
Railroad and street railway tax semian- 
nual installment due. 


November 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 


November 25—— 
Gasoline tax reports and payment due. 





DELAWARE 
November 15—— 


Alcoholic beverage reports from manu- 
facturers and importers due. 
Gasoline reports from filling stations due. 
November 30—— . 
Gasoline tax reports and payment from 


distributors and reports from carriers 
due. 


DISTRICT OF COLUMBIA 


November 10—— 
Alcoholic beverage licensed manufacturer, 
wholesaler or retailer reports due. 
Seer licensed manufacturer and whole- 
saler reports due. 
November 15—— 
Beer tax due. 
November 20—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
November 25—— 


Gasoline tax reports and payment due. 





FLORIDA 

November 1 

Auto transportation company tax re- 
ports and payment due. 


November 10—— 
Alcoholic beverage manufacturer and 
dealer tax reports and payment due. 


November 15—— 
Alcoholic beverage reports from trans- 
porters and carriers due. 
Gasoline tax reports and payment from 
nondistributors and carriers due. 
Motor vehicle fuel use tax reports and 
payment due. 


November 20—— 
Admissions tax reports and payment due. 
Rental tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


November 25—— 
Gasoline sales tax and storage tax re- 
ports and payment due. 
Oil and gas production tax reports and 
payment due. 








GEORGIA 
November 1 
Corporation registration statement and 
fee due. 


November 10—— 
Cigar and cigarette wholesale dealer re- 
ports due. 
Distilled spirits wholesale dealer reports 
due. 
Motor carrier reports due. 


November 15—— 
Malt beverage tax reports due. 


November 20—— 
Gasoline tax reports and payment due. 


IDAHO 
November 6—— 
Transient personal property reports to 
home county due. 


November 15—— 
Beer dealer, brewer and wholesaler re- 
ports due. 
Cigarette wholesaler drop shipment re- 
ports due. 
Electric power company tax reports and 
payment due. 
Gasoline tax reports and payment due. 


November 25—— 
Gasoline dealer tax reports and payment 
due. 


Use fuel tax reports and payment due. 
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ILLINOIS 
November 10—— 


Motor carrier mileage tax reports and 
payment due. 


November 15—— 
Alcoholic beverage reports due. 
Cigarette reports due. 
Public utility tax reports and payment 
due, 
Sales tax reports and payment due. 


November 20—— 


Gasoline tax reports and payment due. 


November 30—— 
Gasoline reports from transporters due. 


. INDIANA 


November 1 
Alcoholic vinous beverage tax due. 


November 6—— 


Property tax semiannual] installment due. 


November 10—— 
Cigarette distributor interstate business 
reports due. 


November 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributor drop shipment re- 
ports due. 
Use fuel tax reports and payment due. 


November 20—— 

Intangibles reports from banks and trust 
companies due. 

Intangibles tax reports and payment 
from building and loan and production 
credit associations due. 

Share tax reports and payment from 
banks and trust companies due. 


November 25—— 
Gasoline tax reports and payment from 
distributors and carriers duce. 
Use fuel tax reports and payment from 
fuel dealers due. 





IOWA 
November 10—— 
Beer tax reports and payment from Class 
“A” permittees due. 
Gasoline tax reports and payment from 
carriers due. 
November 20—— 
Gasoline tax reports and payment due. 


KANSAS 





November 10 
Malt beverage reports due. 
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November 15—— 

Alcoholic liquor manufacturer and dis- 
tributor reports due. 

Compensating tax reports and payment 
due. 

Gasoline and fuel use reports from car- 
riers due. 

Gross ton mileage tax reports and pay- 
ment from motor carriers due. 


November 20—— 
Alcoholic liquor retailer reports and pay- 
ment due. 
Sales tax reports and payment due. 
Use fuel tax reports and payment due. 
November 25—— 
Gasoline tax reports and payment due. 


KENTUCKY 





November 1 
Bank deposit tax due. 


November 10—— 
Distilled liquor blender and rectifier tax 
due. 


November 15—— 
Alcoholic beverage reports due. 
Fuel use tax reports and payment from 
transporters due. 
Income tax third installment due. 
Mileage tax from passenger carriers due. 


November 20—— 
Cigarette wholesaler reports due. 
Oil production tax reports and payment 
due. 





November 31 

Amusement and entertainment 
and tax due. 

Gasoline reports from refiners and’ im- 
porters due. 

Gasoline tax reports and payment from 
dealers and transporters due. 

Gross receipts tax reports and payment 
from public utilities due. 

Motor vehicle fuel use tax reports and 
payment due. 


reports 


LOUISIANA 


November 1—— 
Public utility license and pipeline trans- 
portation tax due. 
Soft drinks reports due. 
Tobacco reports due. 


November 10 
Beer importer reports due. 
Gasoline importer tax due. 
Kerosene importer reports due. 
Lubricating oils importer reports due. 


987 



























November 15—— 
Beer carrier reports due. 
Gasoline carrier reports due. 
Income tax third installment due. 
Intoxicating liquor reports due. 
Kerosene carrier reports due. 
Lubricating oils carrier reports due. 
Soft drinks reports due. 
Tobacco reports due. 


November 20—— 

Beer wholesale dealer tax reports and 
payment due. 

Fuel use tax reports and payment due. 

Gasoline tax reports and payment due. 

Kerosene tax reports and payment due. 

Lubricating oils tax reports and payment 
due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


MAINE 
November 10—— 
Malt beverage manufacturer and whole- 
saler reports due. 


November 25—— 
Use fuel tax reports and payment due. 


November 31 
Gasoline tax reports and payment due. 





MARYLAND 
November 10—— 


Admissions tax due. 
Beer tax reports and payment due. 


November 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 


November 30—— 


Motor fuel cargo lot purchases reports 
due. 
Gasoline tax reports and payment due. 


MASSACHUSETTS 


November 10—— 
Alcoholic beverage excise tax reports and 
payment due. 
Meals excise tax reports and payment 
due. 


November 20—— 


Cigarette tax reports and payment due. 


November 25—— 
Savings and insurance bank reports and 
payment due. 


November 31 
Motor fuel tax reports and payment due. 





MICHIGAN 


November 5—— 
Gasoline statements from carriers due, 


November 10—— 
Common and contract carrier reports 
and payment due. 


November 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 


November 20—— 

Cigarette tax reports and payment due. 

Diesel fuel user tax reports and payment 
due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax reports and 
payment due (last day). 

Gasoline tax distributor reports and pay- 
ment due. 






MINNESOTA 


November 10—— 
Alcoholic beverage reports from whole- 
salers, brewers and manufacturers due. 
Iron severance carrier reports due. 


November 20—— 
Cigarette tax reports and payment due. 


November 23—— 
Gasoline tax reports and payment from 
distributors due. 
Special use fuel tax reports and payment 
due. 
Tractor fuel seller reports due. 


MISSISSIPPI 


November 5 
Factory reports due. 


November 10—— 
Admissions tax reports and payment due. 


November 15—— 

Compensating (use) tax reports and pay- 
ment due. 

Gasoline tax reports and payment from 
carriers due. 

Light wine and beer retailer, wholesaler 
and distributor reports due. 

Occupation (sales) tax reports and pay- 
ment due. 

Timber severance tax reports and pay- 
ment due. 

Tobacco manufacturer, distributor and 
wholesaler reports due. 

Use fuel tax reports and payment due. 


November 20—— 
Gasoline distributor, refiner and processor 
reports and payment due. 
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November 25—— 


Gas severance tax reports and payment 


due. 

Oil and Gas Board maintenance charge 
due. 

Oil severance tax reports and payment 
due. 


November 30—— 

Fuel (other than gasoline) use tax re- 
ports and payment due. 

Fuel use tax reports and payment from 
carriers of passengers and property due. 

Gross revenue tax quarterly installment 
from common and contract carriers of 
passengers due. 


MISSOURI 
November 1 


Utility ad valorem tax due. 
November 5—— 
Nonintoxicating beer permittee reports 
due. 
November 10—— 


Oil inspection tax reports and payment 
due. 


Petroleum products receiver reports due. 





November 15 
Alcoholic beverage sales reports due. 
Property reports in first-class city due. 

November 25—— 

Use fuel tax reports and payment due. 


November 30-—— 
Gasoline distributor tax reports and pay- 
ment due. 
Soft drinks manufacturer tax reports 
and payment due. 





MONTANA 


November 1 


Moving picture theater licenses issued 
and tax due. 


November 15 

Beer brewer, wholesaler and transporter 
tax reports and payment due. 

Crude petroleum producer reports due. 

Electric company tax reports and pay- 
ment due. 

Gasoline reports from carriers due. 

Gasoline tax reports and payment due. 


November 29-—— 
Telephone company tax reports and pay- 
ment due. 
November 30—— 
Bank share tax due. 
Metalliferous license tax due (last day). 
Property tax semiannual installment due. 


State Tax Calendar 








NEBRASKA 





November 1 
Bank share tax due. 
Express company tax due. 


November 10 
Cigarette distributor reports due. 


November 15—— 

Alcoholic beverage manufacturer and 
wholesale distributor reports due. 
Gasoline reports from carriers due. 
Gasoline tax reports and payment due. 





NEVADA 
November 10—— 
Liquor reports by out-of-state vendors 
due. 
November 15—— 
Alcoholic beverage manufacturer and im- 
porter reports due. 
Gasoline carrier reports due. 
November 25—— 
Fuel user tax reports and payment due. 


Gasoline tax reports and payment from 
dealers due. 


NEW HAMPSHIRE 


November 10—— 
Alcoholic beverage manufacturer, whole- 
saler and importer reports due. 
Alcoholic beverage wholesaler tax due. 


November 15—— 
Use fuel tax reports and payment due. 


November 30—— 
Motor fuel tax reports and payment due. 


NEW JERSEY 





November 1 
Property tax quarterly installment due. 


November 10 
Bus (interstate) excise tax reports and 
payment due. 
Jitneys (municipal) gross receipts tax re- 
ports and payment due. 


November 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensee tax re- 
ports and payment due. 

Cigarette distributor tax reports and pay- 
ment due. 


November 25—— 
Bus (municipal) gross receipts tax re- 
ports and payment due. 


November 30—— 
Gasoline reports from carriers due. 
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Second Last Business Day—— 
Gasoline tax reports and payment from 
distributors due. 


NEW MEXICO 


November 15—— 
Occupational gross income tax reports 
and payment due. 
Oil and gas conservation reports due. 
Severance tax reports and payment due. 
November 20—— 
Motor carrier reports and tax due. 
Pipeline operator license tax due. 
November 25—— 
Gasoline tax reports and payment due. 
Use or compensating tax reports and 
payment due. a 
November 30 
Bank share 
(last day). 


tax first 


installment due 


NEW YORK 
November 15—— 


Franchise (income) tax 
ment due. 

Transportation and transmission com- 
pany additional tax reports and pay- 
ment due. 


November 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 


November 25—— 
Conduit company tax reports and pay- 
ment due. 


November 30—— 
Gasoline tax reports and payment due. . 
Insurance Company premiums tax reports 
and payment due. 
Water, gas, electric, etc., company tax 
reports and payment due. 


second install- 


NORTH CAROLINA 


November 10—— 
Alcoholic beverage 
roads due. 
Gasoline tax reports and payment from 
carriers due. : 
Unfortified wine distributor and bottler 
tax reports and payment due. 


November 15—— 
Sales tax reports and payment due. 
Spirituous liquor tax due. 
Use tax reports and payment due. 


reports from rail- 


November 20—— 
Gasoline tax reports and payment from 
distributors due. 
Use fuel tax reports and payment due, 


NORTH DAKOTA 


November 10—— 
Cigarette distributor reports due. 


November 15—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Interstate motor carrier tax due. 


November 25—— 
Use fuel tax reports and payment due. 


OHIO 
November 10—— 
Alcoholic beverage reports from Classes 
“A” and “B” permittees due. 
Cigarette wholesaler reports due. 


November 15—— 
Cigarette use tax reports and payment due. 


November 20—— 
Gasoline tax reports from dealers due. 


November 30—— 
Gasoline tax reports from carriers due. 
Gasoline tax due. 


OKLAHOMA 
November 5—— 
Operator reports of mines other than 
coal due. 


November 10—— 
Alcoholic beverage tax reports and pay- 
ment due. . 
Cigarette wholesaler, retailer and vend- 
ing-machine owner reports due. 
Gross receipts tax reports and payment 
from airports due. 


November 15—— 

Gasoline tax reports from 
tailers and carriers due. 

Mileage tax reports and payment from 
carriers due. 

Sales tax reports and payment due. 

Tobacco wholesaler, jobber and 
houseman reports due. 


November 20—— 
Coal mine operator reports due. 
Gasoline distributor and imported gaso- 
line purchaser tax reports and pay- 
ment due. 
Property tax reports and payment from 
rural electric cooperatives due. 


dealers, re- 


ware- 
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Use fuel tax reports and payment due. 
Use fuel tax reports from carriers due. 
Use tax reports and payment due. 

November 30—— 

Oil, gas and mineral gross production 
tax reports and payment due. 


OREGON 
November 15—— 
Property tax quarterly installment due. 


November 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Motor carrier reports due if tax is paid 
as per Table A or B. 
Motor vehicle broker and forwarder tax 
due. 


Use fuel tax reports and payment due. 
November 25—— 
Gasoline tax reports and payment due. 


November 30—— 
Motor carrier tax due if tax is paid as 
per Table A or B. 


PENNSYLVANIA 


November 10—— 
Malt beverage reports due. 
Soft drinks reports due. 
Spirituous and vinous liquor importer 
reports due. 
November 15—— 
Alcoholic beverage manufacturer tax re- 
ports and payment due. 
November 30—— 
Gasoline tax reports and payment due. 
Use fuel tax reports and payment due. 


RHODE ISLAND 


November 10 


Alcoholic beverage reports from manu- 
facturers due. 


November 15—— 


Gasoline tax reports and payment due. 


November 20—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 





SOUTH CAROLINA 


November 1 
Alcoholic beverage whclesaler reports of 
alcoholic beverages received due. 


State Tax Calendar 









November 10—— 

Admissions tax reports and payment due. 

Alcoholic beverage wholesaler and retailer 
reports of alcoholic beverage sales and 
additional tax due. ; 

Power tax reports and payment due 
(last day). 


November 20—— 
Fuel oil dealer reports due. 
Fuel oil user tax reports and payment due. 
Gasoline tax reports and payment due. 


SOUTH DAKOTA 


November 1 
Motor carrier of passengers tax due. 


November 10—— 
Motor carrier in interstate commerce re- 
ports and tax due. 


November 15—— 
Alcoholic beverage sales reports due. 
Gasoline reports from carriers and re- 
tail airplane vendors due. 
Gasoline tax from dealers due. 
Use fuel reports from carriers due. 
Use fuel tax reports and payment due. 


November 20—— 
Passenger mileage tax due. 


November 30—— 
Gasoline tax reports from dealers due. 





TENNESSEE 
November 10—— 
Alcoholic beverage reports due (last day). 
Barrel tax on beer due. 
Gasoline tax reports from carriers due. 





November 15 
Fuel user reports due. 
Use fuel reports from carriers due. 


November 20 
Gasoline tax reports and payment from 
distributors due. 
Oil production tax reports and payment 
due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 





TEXAS 





November 15 
Beer tax reports and payment due. 
Oleomargarine dealer tax reports and 

payment due. 


November 20—— 
Liquefied gases and liquid fuel tax re- 
ports and payment of users due. 
Motor fuel reports from carriers due. 
Motor fuel tax reports and payment due. 
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November 25—— 

Carbon black production tax reports and 
payment due. 

Cement distributor tax reports and pay- 
ment due. 

Natural gas production tax reports and 
payment due. 

Prizes and awards of theater tax reports 
and payment due. 


November 30—— 
Oil production tax reports and payment 
due. 
Property tax first installment due. 


UTAH 
November 10—— 
Liquor licensee reports due. 
Use fuel reports from carriers due. 


November 15—— 
Sales tax reports and payment due. 
Use fuel tax reports and payment due. 
Use tax reports and payment due. 


November 25—— 
Gasoline reports of carriers due. 
Gasoline tax reports and payment from 
distributors and retailers due. 


November 30—— 
Property tax delinquent at noon. 


VERMONT 
November 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Property tax installment due. 


November 15—— 
Electric light and power company re- 
ports and tax due. 


November 30—— 


Gasoline tax reports and payment dug. 


VIRGINIA 
November 10—— 
Beer dealer, bottler and manufacturer re- 
ports due. 
Tobacco tax from warehousemen due. 
November 20—— 
Gasoline tax reports from carriers due. 
Use fuel tax reports from dealers and 
resellers due. 
November 30—— 
Gasoline tax reports and payment due. 
Use fuel tax reports and payment due. 


WASHINGTON 
November 10—— 


Malt product brewer and manufacturer 
reports due. 


992 


November 15—— 


Butter substitutes reports and payment 
due. 

Cigarette drop shipment reports from 
wholesalers due. 

Gross income tax reports and payment 
due. 

Public utility gross operating tax reports 
and payment due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


November 20—— 
Use fuel tax reports and payment due, 


November 25—— 
Gasoline reports from carriers due. 
Gasoline tax reports and payment due. 


November 30—— 
Property tax semiannal installment due. 


WEST VIRGINIA 


November 1 
Bank share tax due. 


November 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 


November 15—— 


Cigarette use tax reports and payment 
due. 


Sales tax reports and payment due. 


November 30—— 
Gasoline tax reports and payment due. 


Property tax semiannual installment due 
(last day). 


WISCONSIN 


November 10—— 
Alcoholic beverage reports due. 
Cigarette wholesaler and manufacturer 
reports due. 


November 20—— 
Gasoline tax reports and payment due. 


WYOMING 


November 10—— 
Bank share tax installment due. 
Gasoline tax reports from carriers due.j 
Property tax semiannual installment due.’ 


November 15—— 

Gasoline reports from dealers due. 

Gasoline tax reports and payment from 
wholesalers due. 

Motor carrier tax reports and payment 
due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 
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